The New York 
Certified Public Accountant 











WeEntTwortH F, Ganrt, Managing Editor 


EDITORIAL BOARD 
BENJAMIN NEUWIRTH, Chairman Sipney B. Kaun, Vice Chairman 
RayMonp G. ANKERS Peter Guy Evans STEPHEN CHAN 


FraNK W. HAWLEY Roy B. KESTER 





VoL. XVI February + 1946 No. 





TABLE OF CONTENTS PAGE 


The Changing Tax Laws of New York State 
By t.0B.C. Wee: 2 6 e ee & ee Se 


Activities and Procedure of the Special Investigations Bureau 
By Naraan H. Mrremaizn, CPA. . . . « « « « « 


National Conference of Lawyers and Certified Public Accountants 
By Davip F. MAXWELL AND WILLIAM CuHartes . . . 89 
Allocation of Income Under New Article 9-A of the State Franchise 
Tax Law 
By HonorasBte ALGER B. CHAPMAN. . . . . «we GW 


Significant Income Tax Decisions of 1945 
By Peren Gov Evane, CPA. «. 1 sk se Oe ee ee 


Professional Comment. . % «= « « « & ¢ sa yee Caeeneea 








Published Monthly by 
Tue New York STATE SOCIETY OF CERTIFIED PuBLic ACCOUNTANTS 
15 E. 4lst STREET : NEW YORK 17, N. Y. 
Single Copy 25 Cents— One Year $3.00 


Copyright, 1946 by THE NEW YORK STATE SOCIETY OF CERTIFIED PUBLIC ACCOUNTANTS 











Y 


Subscription 





New York CERTIFIED PUBLIC 
ACCOUNTANT 


MONTHLY BULLETIN 


Three Dollars Annually 


Office of the 
NEW YORK STATE SOCIETY 
OF CERTIFIED PUBLIC ACCOUNTANTS 


15 EAST 4lse STREET, NEW YORK 17,N. Y. 








74 February 

















— 








= 














WAR SURPLUS 


Office Machines 


ARRIVING AT LAST! 


Termination procedures are releasing surplus office 
machines from Government Departments and War Plants. 
We are seeking out every available machine in behalf of 
the many Accountants that we serve. 


These surplus machines are rebuilt—from the chassis up 
if necessary. They are robustly tested by expert opera- 
tors. They are guaranteed to look and operate like 
new. A year's free service is provided with each machine. 


For more than 25 years we have had the privilege of co- 
operating with Accountants. Considerable savings in 
money and much quicker possession of the equipment 
results from deciding on our guaranteed rebuilt machines. 
A representative will be assigned to work subect to your 
recommendations in suggesting business machine systems 
for your clients. 


gy P.S.—If you advise clients to sell surplus machines please tell us. It will be 
greatly appreciated both by us and your professional colleagues. 





DDRESSING MACHINE & EQUIPMENT CO. 
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NE day, some months ago, an executive of a 

factory employing several thousand people 
called in the representative of The National Cash 
Register Company. It was not their first meeting, 
they had been working together for some time on 
recommendations for handling the factory’s pay- 
roll and labor distribution records. 

“We have decided to follow your recommenda- 
tions forour new industrial accounting system,’’ the 
executive said. Then he shook hands with the 
National representative. 

Today, figures show that the decision sealed by 
that handshake saved the executive's company over 
$35,000 in one year. That was far more than the 
complete cost of the equipment. In any manufac- 
turing plant this amount would be the equivalent 
of the net profit on a substantial volume of sales. 


The handshake that 





saved over $35,000 a yed 


Evidence of how well National products hi 
helped to reduce costs and increase profits can 
seen wherever money is handled or records ker 
For manufacturers, banks, hotels, retailers 4 
many others, National Accounting Machines hi 
opened the way not only to important savings! 
to greatly improved results in general. And int 
field of retailing, from the largest store to the sm} 
est, National Cash Registers provide the accep: 
method of recording transactions and controll 
store Operation. 





National machines give the greatest possible prt 
tection against mistakes and produce a legi4 
uniform record, complete and easy to audit. T# 
National Cash Register Co., Dayton 9, Ohi 
Othices in principal cities. 
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Making business easier for the American Businessman... Salional 





CASH REGISTERS - ADDING MACHINES 
ACCOUNTING BOOKKEEPING MACHINES 
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The matter contained in this publication, unless otherwise stated, are the statements and 
opinions of the authors of the articles, and are not promulgations by the Society. 
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The Changing Tax Laws of New York State 


By J. B. C. Woops, C.P.A. 


This is the text of one of the three addresses given at the monthly meeting of the Society 
at the Waldorf-Astoria Hotel on December 17, 1945. 


HIS evening there is time to men- 
tion quite briefly the principal 
changes in the New York State tax law 
effected in the preceding year by legisla- 
tion, administrative regulation and 
court decision, and to indicate points 
where changes might well be made as 
steps towards simplification and the 
removal of inequities. 
The Past Year 
Franchise Taxes—First let us refer 
to what has occurred, noting in passing 
what is new with respect to personnel. 
Almost simultaneously with the ap- 
pointment of an outstanding tax lawyer 
as Commissioner, there is the promo- 
tion to the State Tax Commission of 
the leading career man of the Depart- 
ment. Without speculating out loud on 





J. B. C. Woops, C. P. A., has been 
a member of the Society since 1931 
and a member of the American Insti- } 
tute of Accountants since 1921. He 
has been a member of the Institute 
of Chartered Accountants of Eng- 
land and Wales since 1914. Mr. 
Woods is Chairman of the Society’s 
Committee on State Taxation and in 
past years has served on various 
other committees. He has contrib- 
uted articles on accounting and taxes 
to the New York Certified Public 
Accountant and to various other 
publications. 
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the significance of these appointments 
we may keep them in mind as a possible 
source of future developments. 

During the year the now familiar 
Article 9-A was subjected to clarifying 
amendments. Thus was coordinated 
the taxation of investment companies, 
holding companies and ordinary busi- 
ness corporations, tested formulas of 
allocation were introduced and some- 
thing new added in that respect, and 
the archaic patch-work Article 9-A was 
replaced by more logically drawn pro- 
visions. However, the new Article 9-A 
does something else, too: it prepares the 
way for related and parallel develop- 
ments in the tax law. 

One such related development fol- 
lowed quickly, namely, the issuance of 
I*ranchise Tax Regulations, after a pre- 
liminary edition had been published for 
study and criticism by those interested 
in the tax law. Subsequently the fran- 
chise tax report for business corpora- 
tions, Form 3 C.T., was prescribed, and 
this was followed by Form 3 A C.T. for 
consolidated reports. Also, as a neces- 
sary step in the enforcement of the law, 
Form 245 C.T., the activities report for 
foreign corporations, was designed to 
determine the liability to taxation of cer- 
tain corporations not previously report- 
ing. 

In the same spirit of cooperation with 
taxpayers as was evidenced by the 
manner in which the Franchise Tax 
Regulations were drafted and promul- 
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gated, an information return or ques- 
tionnaire was addressed to selected tax- 
paying corporations for the purpose of 
surveying the operation of the new 
Article 9-A. Asa result, we may look 
forward to constructive legislative or 
administrative action toward the re- 
moval of inequities which have arisen 
inadvertently under the new Article 
9-A, which was not devised for the 
purpose of increasing, decreasing or 
shifting the tax burden of the ordinary 
business corporation. 

The March 1945 report of the State 
Tax Commission to the Legislature on 
the probable effect of Article 9-A is 
relevant to this point. The added tax 
burden on manufacturing companies 
was indicated and remedies suggested, 
namely, the lessening of the effect of 
the payroll factor in allocation, or a 
credit against the franchise tax propor- 
tionate to unemployment insurance 
contributions paid, or the allocation of 
receipts from sales according to desti- 
nation instead of place of manufacture 
or location at time of sale. 

Beyond the fact that the new Article 
9-A prepared the way for immediately 
related developments, some of which 
have already appeared, as noted above, 
there are broader implications, namely, 
the possibility that it may lead to other 
legislative measures, as mentioned later 
in this paper. 

Personal Income Tax—New in the 
personal tax law are subsections (2) 
and (3) of Section 363, added by 
Chapter 209 of the Laws of 1945, and 
the related regulations, Articles 213 
to 215, under which credits against in- 
come taxes are allowed to residents 
liable to the income tax of another state. 

The Unincorporated Business Tax 
—In connection with the administra- 
tion of the unincorporated business tax, 
the regulation which excludes from the 
tax, “an individual who devotes the 
greater part of his time, energy, and 
thought to stock or commodity markets. 
and trades with frequency and regular- 
itv in securities and commodities”, was 
amended July 10, 1945, by the addition 
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to the answer to Question 22 of the 
following sentence: “However, a ‘spec- 
ialist?’ in securities is engaged in 
business with respect to all purchases 
and sales of securities in which he acts 
as specialist.” That is to say, in the 
language of businessmen and account- 
ants, the “specialist” is to be subject 
to the same double taxation on business 
income as is imposed on others who 
conduct unincorporated businesses. 

The Utility Tax—Of significance to 
real estate owners is the fact the tax 
on submeterers of utility services has 
been established as constitutional by 
reason of the per curiam decisions of 
the United States Supreme Court 
which dismissed for lack of a sub- 
stantial federal issue the appeals in 
Matter of MacDonald et al versus 
Browne et al and Matter of Madison 
Offices, Inc., versus Browne et al. 

Unemployment Insurance—For all 
employers subject to New York State 
unemployment insurance contributions, 
the experience or merit rating plan in 
effect this year is of importance. Be- 
ginning July 1, 1945, a credit has been 
¢ranted in the maximum amount of one 
per cent of the 1944 taxable payroll. 
In order that this credit may be retained 
by the employer, instead of being auto- 
matically passed along to the Treasury 
Department, care must be taken to pre- 
pare correctly Treasury Department 
Form 940, in January 1946, following 
the expected year-end approval and 
certification of the New York Law by 
the Social Security Board. For further 
tletails reference is made to the Decem- 
ber issue of the New York Certified 
Public Accountant. 





For The Future 


Looking to the immediate future, the 
Committee on State Taxation, without 
concerning itself with the larger aspects 
of taxation, such as the coordination of 
Federal-State taxation or of State-City 
taxation, and without entering the field 
of fiscal policy-making, has expressed 
itself as to desirable changes in the tax 
law, and, with the approval of the 
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30ard of Directors, has made a formal 
presentation of recommendations to The 
Honorable Alger G. Chapman, Com- 
missioner of Taxation and Finance and 
President of the State Tax Commission : 


“For consideration of the State 
Tax Commission and the Depart- 
ment of Taxation and Finance, we 
place before you recommendations 
of the Committee on State Taxation 
for the revision of the tax law of 
the State of New York in the hope 
that some or all of the proposals may 
receive the approval of the Commis- 
sion and the Department and thereby 
become embodied in bills sponsored 
for introduction to the 1946 session 
of the Legislature. 

“Proposals are also made for 
changes which merely require admin- 
istrative action. ; 

“A summary of the recommenda- 
tions included in this letter follows: 


Article 9 —Proposed Repeal 
and Re-enactment 
in Article 9-A. 

Article 9 —Fiscal Year Pro- 
posal. 

Article 9-A—Proposed Repeal 
of Salary Basis. 

Article 9-A—Proposed Repeal 
of Disallowance of 
Interest. 

Article 9-A—As to Revised 
Porm: 3°€4. 

Article 16 —Proposals as to 
Capital Losses and 
Capital Deductions, 

Article 16-A—Proposed Repeal. 

Article 16-A—Proposals as_ to 
Concept of Net In- 
come. 

All Taxes —Proposal as_ to 
Additional Assess- 
ments and Claims 
for Refunds. 


“It is not our policy to enter the 
field of fiscal policy-making. Accord- 
ingly our recommendations are mere- 
ly directed toward clarification and 
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simplification, and the removal of 
inequities presumably not intended 
by the Legislature—points on which 
we believe our position as account- 
ants concerned with tax matters qual- 
ifies us to express opinions. 

“We make no specific recommen- 
dation as to adjusting or equalizing 
the tax under the new Article 9-A 
because we do not have sufficient 
data on which to base remedial pro- 
posals, and moreover, we know from 
your address before the Commerce 
and Industry Association of New 
York, Inc., that you have such prob- 
lems under advisement for legisla- 
tive action or for adjustment through 
exercise of the discretionary powers 
under Section 210-8. 

“Our recommendations are not so 
fundamental as those contained in 
public utterances of your predeces- 
sor, Commissioner Rollin Browne, 
and which included repeal of all State 
income taxes. While we recognize 
the need for a coordination of Fed- 
eral and State taxation, and indeed 
also of State and City taxation, our 
present proposals proceed from an 
acceptance of the existing tax struc- 
ture. 

Article 9 


Proposed Repeal and Reenact- 
ment in Article 9-A 


“Our first proposal is for the re- 
peal of Article 9 and the simultaneous 
broadening of Article 9-A in order 
to subject to the franchise tax on 
“business corporations” all of those 
corporations which are in reality 
business corporations but which are 
now classified as special corporations 
and taxed under Article 9. 

“In making this proposal we 
recognize that there are traditional 
reasons, and perhaps in some in- 
stances sound fiscal, economic or 
business reasons, for according 
special treatment to special classes of 
corporations. Therefore, in placing 
present Article 9 companies under 
Article 9-A, we propose that uni- 
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formity extend not to the tax burden 
imposed but be limited to uniformity 
of reporting and basic determination 
of the taxes, subject to special cred- 
its or allowances against the basic 
taxes so determined as the Legisla- 
ture may believe to be necessary and 
proper in order to maintain favorable 
reatment for any Class Of Corpora- 
tion justifiably entitled to it. Defi- 
nitely, we do not propose any in- 
crease or decrease n the tax burden 
imposed on any class of corporations. 
“In our opinion, the repeal of 
\rticle 9, and the broadening of 
\rticle 9-A, as proposed, would con- 
stitute a long step toward simplitica- 
tion of the tax law and toward a de- 
sirable uniformity, and this without 
impinging on the fiscal, economic or 
business as ar ts of taxation. 





“Frankly, Article 9, with its multi- 
plicity of forms for reporting and 
bases - taxation, appears to be un- 
necessary and out of place, especially 
now that the new Article 9-A is 
drawn in such terms as to be adapt- 
able to all classes of corporations. 


Article 9 


Fiscal Year Proposal 

“As on previous occasions, we 
urge that the law be modified to 
permit real estate companies, and 

ther Article 9 companies, to file tax 

returns on the basis of a fiscal year 
instead of, as now, being restricted 
to calendar-year reporting. 

“Bill A-2005 (1945), which had 
our endorsement and which, we be- 
lieve, had the initial approval of the 
State Tax Commission, was passed 
by the Legislature, but we under- 
stand that the veto of the bill was in 
accordance with subsequent advice of 
the Commission. 

“We are again endorsing a similar 
bill containing suitable modifications 
to meet the objections of the Depart- 
ment as to lien dates. Members of 
our Committee have been conferring 
with Commissioner Bates as to a 
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proposed draft of a bill in this re- 
spect. 

“In supporting this proposed 
change in the law, we are mindful 
of the fact that former Commissioner 
Browne, subsequent to the 194: 
Legislature, expressed his willing- 
ness to advocate such a change. 

“The proposed change would not 
affect the amount of tax payable. The 
recommendation is simply directed 
toward the convenience of taxpayers 
in reporting and would result in more 
accurate reporting. 

t is, we believe, sound to permit 
taxpayers to report income state- 
ments and balance sheets in accord- 
ance with the fiscal year on which 
their b Oks are maintained. It is 
a cause of irritation and expense, 
and a source of inaccuracies, to re- 
quire fiscal-year companies to pre- 
pare calendar-year income statements 
and December 31st balance sheets for 
tax returns. 


Article 9-A 


Proposed Repeal of Salary Basis 


“Tt is recommended that the third 
aiternative method of computing th« 
tax, method (a) 3 in Section 210-1 
of Article 9-A, be eliminated by re- 
peal. Under this met _— it is now 
provided that the tax shall be: 

“computed at the rate of four and 

one-half per centum on thirty per 

centum of the taxpayer’s entire 
net income plus salaries and other 
compensation paid to the tax- 
payer’s elected or appointed off- 
cers and to every stockholder 
owning in excess of five per centum 
of its issued capital stock minus 

e thousand dollars and any net 

loss for the reported year, or o1 

the portion of such sum allocated 

within the state as hereinafter pro- 
vided for the allocation of entire 
net income.” 


) 
1 
i 


“The salary method of taxation is 
unreasonable and entirely arbitrary. 
The formula never results in allow- 
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ing salaries in excess of amounts 
paid, but, despite its obscurity, it is 
simply a formula for disallowance of 
part of the salaries otherwise accept- 
ed as reasonable by both the Internal 
Revenue Bureau of the Treasury 
Department and the Corporation Tax 
Bureau of the Department. 

“The formula, in effect, allows the 
salaries in the lower of the amount 
claimed or the equivalent of seventy 
per cent of the salaries, plus $1,500, 
plus seventy per cent of entire net 
income. (Pages 168-170, New .York 
State Franchise Tax on Business 
Corporations, New York University 
1945 Conference. ) 

“The formula discriminates 
against the small corporation, the 
close corporation, the corporation 
whose business requires a large num- 
her of officers to perform routine 
duties, and against any corporation 
having a small net income in any 
year. The formula, as a means of 
adjusting net income, appears to have 
no economic, business or accounting 
basis. 

“Tt is significant that under the 
new Article 9-A, Form 3 C.T. leaves 
to the Corporation Tax Bureau the 
determination of this alternative tax, 
thus removing the franchise tax from 
the class of taxes which is completely 
self-assessed. This is a source of 
annoyance to taxpayers whose re- 
turns show a self-assessed tax of one 
amount, later to be superseded by a 
tax determined and assessed by the 
Department. 

“The elimination of this formula 
would remove an injustice in the in- 
cidence of the tax and simplify tax 
administration. 


Article 9-A 


Proposed Repeal of Disallowance 
of Interest 
“Tn connection with the determina- 
tion of entire net income, it is recom- 
mended that. there be repealed the 
provision for the disallowance of the 
deduction of interest on indebtedness 
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defined in paragraph (b) (5) of 
Section 208-9, as follows: 


(5) ninety per centum of inter- 
est on indebtedness to any stock- 
holder or shareholder, or members 
of his immediate family, owning in 
the aggregate in excess of five per 
centum of the issued capital stock 
of the taxpayer, except that such 
interest may, in any event, be de- 
ducted 

(1) up to an amount not exceed- 
ing one thousand dollars, 

(11) in full to the extent that it 
related to bonds or other evidences 
of indebtedness issued, with stock, 
pursuant to a bona fide plan of 
reorganization, to persons, who, 
prior to such reorganization, were 
bona fide creditors of the corpora- 
tion or its predecessors, but were 
not stockholders or shareholders 
thereof, and 

(411) in full where the invest- 
ment allocation percentage is ap- 
plied to entire net income:” 


“This arbitrary provision discrim- 
inates against small corporations be- 
cause in such cases it is enforceable, 
whereas in the case of the larger 
corporations having issues of regis- 
tered bonds, with registrars and 
transfer agents, the provision is 
practically unenforceable; and even 
more difficult of enforcement in the 
case of corporations with issues of 
bearer bonds with coupons. 

“The provision for disallowance of 
interest ante-dates the definition of 
business capital, introduced by Sec- 
tion 208-7 of the new Article 9-A, by 
virtue of which the one-mill tax is 
arbitrarily extended to so-called 
long-term borrowed capital instead 
of merely to stockholders’ capital. 
The two provisions are based on dif- 
ferent concepts of capital, and accord- 
ingly do not logically dovetail in the 
tax law. 

“The interest disallowance applies 
without distinction to interest on cer- 
tain kinds of both current and long- 
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term liabilities, thus taxing a corpor- 
ation not only on its income but also 
on the income of certain of its loan 
creditors—provided they can be iden- 
tified. 
Article 9-A 

As to Revised Form 3 CT 

“It is believed, following the 
changes in the law introduced by the 
new Article 9-A, that the original 
Form 3 CT needs some refinements 
in order to bring it up to the standard 
of the Form 3 IT latterly used under 
the old Article 9-A. The present 
form is defective as to treatment of 
the franchise tax deduction, incon- 
clusive as to disallowance of excess- 
ive contributions where (as in most 
cases) net income differs from the 
Federal return, and accordingly in- 
complete as to reconciliation with the 
Federal return and Surplus analysis. 

“Moreover, the form is incomplete 
in that it does not provide for self- 
assessment of the tax in all cases. 


Article 16 


Proposals as to Capital Losses and 
Capital Deductions 


“Two recommendations are offer- 
ed in connection with capital losses 
and capital deductions as they are 
allowable for taxes on personal in- 
come. 

“It is proposed that Section 360-a 
he amended in two respects: 

“First, to provide for the carry- 
over of the sum of unused capital 
losses and capital deductions, instead 
of, as now, merely for the carry-over 
of capital losses under the terms of 
the law which reads ‘if a taxpayer 
has a net capital loss in any taxable 
year, the amount thereof may be de- 
ducted as a capital loss in each of 
the five succeeding taxable years to 
the extent that such amount exceeds 
the total of any net capital gains of 
any taxable years intervening be- 
tween the taxable year in which the 
net capital loss arose and such suc- 
ceeding taxable year.’ ” 

“This proposal merely seeks to 


correct what is believed to be an 
unintentional omission in the termi- 
nology used in the law. 

“The change would be equitable 

“Second, to provide that in the 
case of a stock specialist (or other 
trader deriving his livelihood from 
capital gains), his general and ad- 
ministrative expenses—his office ex- 
penses—be allowed as capital deduc- 
tions. 

“Under present practice, these 
traders frequently have substantial 
deductions in excess of ordinary in- 
come, if any, and are subjected to a 
tax on capital gains without benefit of 
applying the expenses incurred for 
purposes of earning those gains. 

“To effect the proposed change, 
the definition of ‘capital deductions,’ 
contained in Section 350-17, should 
be broadened, or suitable rulings is- 
sued to give effect to the suggested 
revision. 

Article 16-A 
Proposed Repeal 


“Tt is proposed that consideration 
be given to the question of repealing 
the ‘temporary emergency tax on 
net incomes of unincorporated busi- 
nesses’ imposed by Article 16-A for 
the year 1935 and, by amendment, 
for subsequent years to date. 

“Tt is not believed that in recom- 
mending this repeal we are entering 
the field of fiscal policy-making. On 
the contrary, it is believed that the 
unincorporated business tax, de- 
scribed as temporary, was in fact 
intended to be temporary, and that 
the emergency for which it was intro- 
duced no longer exists. 

“The tax is a unique form of 
double taxation, largely applicable to 
small businesses since most large 
businesses are incorporated. No 
other State or taxing authority ap- 
pears to have a similar form of double 
taxation, two income taxes on income 
of businesses conducted by individ- 
uals, partnerships or fiduciaries. 

“The repeal of the tax would be 
equitable. 
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Article 16-A 


Proposals as to Concept of 
Net Income 


“Unless the unincorporated busi- 
ness tax is repealed, it is proposed 
that the concept of net income, which 
is the basis for the franchise tax on 
lusiness corporations imposed by Ar- 
ticle 9-A, be applicable to the unin- 
corporated business tax. 

“This change would require that 
the unincorporated business tax 
should become a franchise tax, and 
as such, deductible in determination 
of the tax. 

“Other variations between the two 
taxes should be resolved. Some of 
these differences, as in the treatment 
of interest on indebtedness and the 
application of the salary formula, 
would no longer exist if recommen- 
dations made as to Article 9-A were 
adopted and enacted into law. 


“Variations in allocation of in- 
come within and without the State 
should also be made uniform for the 
franchise tax and the unincorporated 
business tax, if the latter temporary 
tax is to be continued. 


All Taxes—Proposal as to Addi- 
tional Assessments and Claims 
for Refunds 


“Finally, a proposal is made that 
as to all New York State taxes, the 
periods of time for making additional 
assessments and filing claims for re- 
funds should be identical, and that if 
interest is to be collected on addi- 
tional assessments, interest at the 
same rate should be allowed on re- 
funds. 

“If you feel that we may be of 
assistance in amplifying or crystalliz- 
ing any of these recommendations, 
we should be pleased to cooperate 
with you and the Department.” 
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s and Procedure of the Special 


Investigations Bureau 


By NATHAN H. MitcHELt, C.P.A. 





ed 4 f - f thre three Stas } 
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at the Waldorf-Ast 


I \M indeed happy to participate in 
program this evening. In a 


your 





real sense, it is a sort of homecoming to 
me, having once been a member of this 
Society. It also gives me the oppor- 
tunity to meet with fellow accountants 
under circumstances not occasioned by 
someone’s troubles. 

The activities of Bureaus such as the 
one I now have the privilege head, 
are not often publicly discussed. You 
can readily understand that this is made 
necessary by the very nature of their 
functions, and it is perhaps for the same 
reason that the titles usu wt attaching 
to such bureaus are not clearly descrip 
tive of their activities, as fo r instance, 

‘Special Investigations Bureau,” “Spe 
cial Adjustment Section,” “Intelligence 
J "and so fortl 
As you know, the trend in recent 
re and more in the 


years has been mot 
direction of acquainting the public to 








NATHAN H. MirtcuHe tt, C. P. A.., 
was appointed Deputy Tax Commis 
sioner and Director of the Special 
Investigations Bureau in October, 
1945. From 1921 to 1935 he was 
a member of the firm of J. Mitchell 
& Co., and in 1935 he became the 
Assistant Chief Accountant of the 
office of Governor Thomas. E. 
Dewey, who was then Special Pro- 
secutor investigating corruption and 
rackets in this country. In 1936 he 
became the Supervisor in charge ot 
the Special Investigations Bureau. 
Mr. Mitchell attended accounting 
courses at Pace Institute, City Col- 
New York and New York 


University. 
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an ever greater degree with the manner 
in which the various government agen- 
cies function. And so, also, it seems 
to me that there is much to be gained 
by all concerned from an explanation 
of the activities and procedure of the 
Investig sureau, which, 
as you know is concerned primarily 
with wilful violations of the tax laws. 
First in point of interest, of course, 
so far as this group is concerned, is the 
aid in which such information should 
be to you in those cases in which vou 


: ir 
Special ations 


have occasion to represent taxpayers 
whose affairs are under investigation 


by the Bureau. But other gains may 
also be registered from wider public 
dissemination of such information. 

We believe the vast majority of tax- 
payers are honest, and that is 11 ike Wise 
true of all but a very small minority of 
their tax aaniates, It is with the dis- 
I y that we are concerned, 
a9 we feel ee a more widespread 

<nowledge of the activities and pro- 
ee re of our Bureau should have an 
important deterrent effect on dishonest 
taxp: vers, particularly those whose dis- 
honesty is largely due to weak will or 
lack of moral fibre. It should also 
tend to have a similar deterrent effect 
on the very few unscrupulous advisers 
and, incidentally, it should tend to re- 
move an unfair basis of competition 
with reputable accountants and also 
pressure on those tax practitioners 
whose economic status make them sus- 

eptible to such pressures from the 
taxpayers they represent. 

First brief outline of the history 
of this Bureau, its functions, its record 
and accomplishments. The Bureau was 

organized in 1935. The first recom- 
mendation for its creation, repeated 
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many times, was made by Commis- 
sioner Bates. This recommendation 
received strong support trom the activi- 
ties of Governor Thomas E. Dewey, 
then Special Prosecutor in New York 
County, who, in the course of his in- 
vestigations uncovered many tax viola- 
ions, which he referred to the State 
Tax Commission for appropriate ac- 
tion. Finally, as a result of conferences 
among Mr. Dewey, Mr. Bates and the 
late Commissioner Mark Graves, the 
Special Investigations Bureau was or- 
ganized, with Commissioner Bates as 
its first head. 

It is the Bureau’s principal function 
to investigate all types of cases involv- 
ing known or suspected violations of 
the Tax Laws, whether income tax, 
franchise tax, gasoline or cigarette 
taxes, or any other kind of State Taxes. 
In addition, it is called upon, though 
very infrequently, to investigate cases 
involving the integrity of the personnel 
of the Tax Department. 

From the time the Bureau was organ- 
ized in the fall of 1935 up to December 
31, 1944, assessments in excess of 
$10,000,000 of taxes, penalties and in- 
terest, were made and collected, cover- 
ing all types of tax cases, at a cost to the 
State of less than $400,000. 

Prior to the formation of the Bureau, 
there had never been any criminal 
prosecutions of violations of the New 
York Tax Laws. Since the organ- 
ization of the Bureau, however, a large 
number of tax violation cases were 
prepared and presented to the Grand 
Jury through the prosecuting author- 
ities. 

Cases originate in the Bureau in a 
variety of ways: 

(1) Investigations conducted by 
other agencies, including the Attor- 
ney General, the District Attorney’s 
offices, the Moreland Commissions 
and many other special commissions, 
furnish the Bureau with such data 
as may have a bearing on the taxable 
income of taxpayers. 

(2) Information as to alleged 
tax violations frequently reaches us 
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through communications, anonymous 
and otherwise, from persons outside 
the Bureau. 

(3) Routine examinations con- 
ducted by other sections or bureaus 
of the department may indicate the 
commission of tax frauds. 

(4) Publicity accorded to police 
cases and lawsuits is a fruitful source 
of information. 


(5) Changes made by the Fed- 
eral Government in taxable income 
reported by taxpayers in this State 
are furnished to the State Tax Com- 
mission in accordance with proced- 
ures provided by Federal Law. 
Where fraud is involved, the cases 
are referred to the Special Investiga- 
tions Bureau. 


Examination of the records of tax- 
payers by members of the Special In- 
vestigations Bureau or other units of 
the Tax Department sometimes disclose 
transactions which indicate that other 
taxpayers may have committed tax 
violations. This has been particularly 
true in black market cases. 

A few words as to the procedure of 
the Bureau may be helpful. Ordinarily 
the first step is an examination of the 
taxpayer’s own records rather than an 
investigation of the: taxpayer through 
outside sources. That is done in order 
to avoid undue injury to the reputation 
and credit standing of the taxpayer, 
since sometimes a suspicion of tax eva- 
sion proves to be unfounded. The 
examination of the taxpayer’s records 
is usually conducted in the office of the 
Special Investigations Bureau. This is 
done for several reasons. For example, 
the available manpower of the Bureau 
can be utilized more efficiently in this 
way; then again, we may not think it 
desirable for the taxpayer to know what 
lines of investigation we are pursuing; 
also, certain investigative facilities are 
available to us only in our own Office. 

[examinations are made in detail. As 
a rule, every check issued, every invoice 
received and every entry made—and 
sometimes additions and footings of all 
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books—are checked and verified. All 
unusual transactions between the tax- 
payer and outside parties are checked 
and verified. Endorsements are care- 
fully scrutinized and communication 
had with banks to determine the authen- 
ticity of accounts in which checks are 
deposited. We also communicate with 
vendors or vendees to check the ac- 
curacy and completeness of records. It 
is not necessary to explain further to 
you accountants. The brief indications 
already given will suffice to give you an 
adequate picture of the type of detailed 
audit that we make. 


Sometimes accountants’ work  pa- 
pers are requested. As the investigation 
progresses it may be found necessary 
at times to question third parties or 
outside sources. In some instances, re- 
course is had to information in the files 
of other investigatory bodies, when such 
information is properly available. 
Then, of course, there is the information 
available to our Department from the 
Federal Government and from many 
other taxing authorities with whom 
our Department has reciprocal arrange- 
ments. 

Upon completion of this examination, 
the taxpayer as a rule is requested to 
appear at the office and is questioned 
under oath with respect to the various 
items disclosed. It is perhaps unneces- 
sary to state that false testimony consti- 
tutes perjury, which is a more serious 
criminal offense than the original viola- 
tion. 

Quite obviously, the extent and man- 
ner of investigation may be affected by 
generally suspicious circumstances and 
what might be called intangible factors. 
Thus we might mention, among other 
things, unexplained incompleteness or 
absence of records, presence or absence 
or extent of cooperation from the tax- 
payer and his representative, and eva- 
siveness or frankness of either or both. 
Factors such as these may also have a 
very important bearing on the consid- 
eration given to the case and the basis 
on which it is closed. 
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Conclusion of the examination 
usually discloses that there is tax due, 
and occasionally it is found that there 
is no tax due, or very infrequently, that 
the taxpayer has overpaid. Disposition 
of cases involving additional tax liabili- 
ties may involve only tax and interest, 
or may also involve civil penalties for 
fraud, failure to file returns, or negli- 
gence, or may involve a recommenda- 
tion for criminal prosecution. In all 
cases the taxpayer, through his repre- 
sentatives is given the opportunity to 
be heard on the facts and issues in- 
volved. Where criminal prosecution is 
recommended, the taxpayer’s represen- 
tatives may be heard on the question 
of presence or absence of criminal 
liability or whether or not prosecution 
should be recommended, but the amount 
of tax and other civil liability is not 
discussed until the criminal phase of 
the matter has been disposed of. When 
cases are recommended for prosecution, 
a detailed report is prepared and for- 
warded to the Attorney General’s Of- 
fice, the agency now prosecuting all of 
our criminal cases, and such further 
assistance furnished as may be re- 
quested. 

A matter of more than passing inter- 
est is the situation of the accountant 
whose client has been found to be guilty 
of tax evasion. This usually occurs 
without the accountant’s knowledge. 
Only in a fortunately small number of 
cases, the reverse is true. We find that 
taxpayers frequently tend to blame the 
accountant for everything — he, the 
taxpayer, knew nothing except that his 
accountant took care of all his taxes. 
We want you to know that we take all 
such claims with a grain of salt and 
keep an open mind. Our attitude to- 
ward the accountant will depend to a 
great extent upon the nature of his 
audit, the nature of the evasion, and 
the extent, if any, to which it might 
reasonably be inferred from the circum- 
stances, that the irregularity must have 
come to the accountant’s attention. We 
also take into consideration the ac- 
countant’s own attitude and reputation. 
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In closing a case involving fraud, the 
Bureau in its discretion, but subject to 
the approval of the State Tax Commis- 
sion, May or may not recommend pro- 
secution, may impose the full statutory 
penalties, or may modify the penalties, 
and may resolve any doubtful questions 
of facts and law. The Bureau has no 
fixed policy in this respect, nor is 
there any precise formula for the exer- 
cise of this discretion. Certain facts, 
however, are taken into account which 
may have an important bearing on the 
attitude of the Special Investigations 
Sureau. First, there is the question 
of whether the taxpayer has made a 
voluntary disclosure of his underpay- 
ment of taxes. There are three situa- 
tions in this respect. 

The taxpayer may have made a com- 
plete and voluntary disclosure to our 
Bureau, before we or any other investi- 
gative body have commenced examina- 
tion of his affairs. This type of case 
will receive the most favorable consid- 
eration. Then there is what might be 
called a quasi-voluntary disclosure, 
where the taxpayer makes his disclosure 
to the Bureau after an investigation of 
his affairs has been commenced by some 
other agency or while our Bureau is 
examining some other taxpayer. In 
either case the taxpayer has reason to 
believe that his own taxes will be 
examined as a result. 

Finally, there are the cases where the 
taxpayer makes no disclosure until after 
he is apprised of commencement of the 
Bureau's examination of his affairs. 
The degree of consideration in these 
cases varies in the order in which I 
have listed them. It is important to 
bear in mind that a so-called voluntary 
disclosure not only loses its effect, but 
boomerangs, if the disclosure is not 
complete, and the taxpayer has held 
back on the disclosure of unreported 
income in the hope that he can still 
escape part of his proper tax liability. 

Other elements given consideration 
are the degree and nature of coopera- 
tion from the taxpaver and his repre- 
sentatives in facilitating our examina- 
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tion, saving time and effort of our 
Bureau and perhaps calling to our at- 
tention matters which might not have 
been disclosed without very extensive 
investigation, and cooperation in fur- 
nishing information regarding others 
who may be involved in questionable 
transactions of the taxpayer. The flag- 
rancy of the case is obviously also a 
material factor. 

Generally, it may be said that crim- 
inal prosecutions will not ordinarily be 
recommended by our Bureau where the 
taxpayer has made a truly voluntary 
and complete disclosure, that is, a dis- 
closure of the first type to which I have 
referred. 

No doubt many people wonder how 
the Bureau expects to uncover tax eva- 
sion, especially with all the talk now 
current of black market operations. 
Obviously, a complete answer cannot 
be given, but some indications may be 
furnished. The Bureau _ frequently 
receives letters from business enemies, 
disgruntled employees, jealous neigh- 
bors, etc. In addition, most companies 
in any industry are so interlaced with 
the same suppliers and customers that 
investigation of one opens an entire 
field, and similar inter-relationships 
between the different industries are fre- 
quently found. Often taxpayers who 
are caught in violations will furnish 
information as to others in order to 
receive consideration for themselves. 

The publicity given to tax evasion 
cases invariably, and rightfully so, 
causes a volume of voluntary disclos- 
ures, many of which lead to still other 
cases. Very often information received 
of undue spending, purchases of prop- 
erty and the like, is the basis of the 
commencement of an _ investigation. 
Death of a taxpayer may disclose assets 
not accounted for by the income re- 
ported by the decedent in his tax re- 
turns. This may also involve others. 
As, for example, the partner who drops 
dead, leaving unexplained assets and 
thereby bringing on an investigation of 
the other partners. 
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A good illustration of this process 
can be found in the case of the many 
industries that have salable by-prod- 
ucts such as waste, remnants, scrap, 
etc. An investigation of one such 
firm disclosed that sales of by-prod- 
ucts were not reflected on the books, 
and the proceeds of these by-products 
were ultimately found in the posses- 
sion of the taxpayer. In cases of this 
kind the Bureau contacts the com- 
panies who are known to be dealers 
y-products in that particular 
yusiness, and from 
their books, a record is obtained of 
companies from whom such by- 


examination Of 


products were purchased, together 
with the amounts involved. The bal 
ince of the procedure then takes a 
more or less routine course, leading 
either to examination of suspected 


pens in many 
d from the 


tax violator 


cases, as a result of wor 








by-product dealers, voluntary dis- 
closures and amended returns are 
made. Where, as ofter ns, the 
transactions are in ca the by- 


product dealer may have to sustain 

the burden of proving that his cash 

expenditures were actually real pur- 
] 


yv-products as they pur- 
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ported to be. 


It may be added that plans have 
been made to increase our staff to the 
extent necessary to enable us to con- 
tinue our intensive drive to deal with 
cases of this nature. 

The basic f the Bureau 
may be expressed in the recommenda- 
tions made in 1938 by Assemblyman 
Moffat in his report to the Governor in 

he said, “Greater attention 
should be paid to the problem of tax 
not ¢ because the revenue 
recovered will many 
additional appropriations required but 
because of the social injustice of permit- 
suffer at the 


purpose <¢ 


which 


evasion nly 


times offset the 


ting honest taxpayers to 


hands of the dishonest.” 
[ have tried to give you a picture of 
how we operate. You will, of course, 


appreciate that obvious reasons of policy 
have imposed certain limitations on the 
scope of my discussion. 

I hope that despite such limitations 
vou will have found this discussion 
helpful to you. And finally, I should 
like to say that our doors are always 
open for the purpose of trying to work 
out with accountants a solution to such 
problems as they may have that are 
in the scope of our Bureau. 
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. National Cont f Lawyers and 
a INationa onrference O awy ers an 
“4 C 1 Public Ac 
th ertifi 1e¢ uDIIC countants 
By Davip F. MAXWELL AND WILLIAM CHARLES 
LU 
A- ry . . . - . . > 
n This paper reviews the history of discussions between official representatives of the legal 
and accounting professions on the role of each group mm tax practice, and states the accom- 
in plishments and ol agyleas ng of the National Conference of Lawyers and Certified Public 
in Accountants. This body, abo ut two years old, consists of five representatives of the 
a American Bar Associati mand five representatives of the American Institute of Account- 
° ants. Its co-chairmen are the authors of this article, preparation of which was authorised 
le it the latest meeting of the Conference for the information of members of both professions. 
le Wr. Maxwell, representing the American Bar Association, is chairman of its Committce 
1t n Unauthorized Practice of the Law, and is a partner of the law firm of Edmonds, 
: Obermayer & Re -bmann of Philadelphia. Mr. Charles, representing the American Institute 
= Accountants, was former chairman of its Committee on Cooperation with Bar Associa- 
e tion which was discontinued at the time of the formation of the National Conference. 
Ir. Charles is a partner in Price, Waterhouse & Co., St. Louis. This article was pub- 
‘ lished in 1946, issue of the American Bar Association Journal and the 
yt lebruay of the Journal of Accountancy. 
e Law and Accounting in is primarily to determine the corpora- 
Tax Practice tion’s income from its books of account 
, and reduce the result to a formal state- 
" | OR years certified public account-  ment.2 When the federal government 
1 4 ants have been engaged in federal began taxing income, it was necessary 
;: income-tax practice.’ that the information contained in the 
bs Che function of a certified public income statement compiled by the cor- 
h accountant in auditing corporate books — poration’s independent auditor be trans- 
e is 
a | 1 The. authority to act as an agent of a taxpayer is granted to accountants who may 
become qualified under the rules of the administrative agencies. Section 3 of Treasury 
} Department Circular number 230, states: 
| “(a) Persons of the following classes who are found, upon consideration of their 
applications, to possess the qualifications required by these regulations may be admitted 


to practice before the Treasury Department as attorneys or agents, repectively: 

“1. Attorneys at law who have been admitted to practice before the courts of the 
States, ter ‘ritories, or District of Columbia, in which they maintain offices, and who are 
lawiully engaged in the active practice of their profession. 

“2. Certified public accountants who have duly qualified to practice as certified 
f public accountants in their own names, under the laws and regulations of the states, terri- 
tories, or District of Columbia, in which they maintain offices, and who are lawiully 
engaged in active practice as certified public accountants. .. .” 

The rules of practice before the Tax Court of the United States provide: 

“Applicants who establish to the satisfaction of the Court that they are citizens of 
the United States, of good moral character and repute, and possessed of the requisite 
qualifications to represent others in the preparation and trial of cases, may be admitted 
to practice before the court. 

“All appl icants, before being admitted to practice, must take a written examination 
or examinations given by the Courts; provided, however, that a current certificate from 


| the clerk of the appropriate court, showing that the applicant is an attorney-at-law who 
has been admitted to practice before and is a member in good standing of the bar of the 

\ Supreme Court of the United States or of the highest court of any state or territory or 
of the District of Columbia, may be accepted in lieu of examination. . . .” 


2 Authoritative statements relating to the definition of the nature of accounting and of 
the work of the public accountant have been made by the committee on terminology of the 
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ferred to a tax return.’ Before the ties involved the practice of law, and 
income-tax law structure became so the issue was raised in litigation on a 
complex, it was a simple matter for the number of occasions.* 
certified public accountant to do this. The American Bar Association first 
He was on the ground, knew the situa- took notice of this problem in 1935, and 
tion, and had made up the figures. its Unauthorized Practice of Law Com- 
Therefore, it became generally accepted mittee discussed the matter with the 
practice for a corporation to call upon American Institute of Accountants 
its auditor to prepare its tax returns. Committee on Codperation with Bar 
Many lawyers felt that the prepara- Association, created in 1934. Under 
tion of such returns and related activi- the chairmanship of Stanley B. Houck, 


American Institute of Accountants. A report of that committee issued as Accounting Re- 
search Bulletin No. 9, states: 
“Accounting is the art of recording, classifying, and summarizing in a significant 
manner and in terms of money, transactions, and events which are, in part at least, of a 
financial character, and interpreting the results thereof. 


“Public Accounting: The practice of this art (accounting) by men whose services 
are available to the public for compensation. It may consist in the performance of 
original work, in the examination and revision of the original work of others (auditing), 
or in rendering of collateral services for which a knowledge of the art and experience in 
its practice create a special fitness.” 


3 Federal income taxes on corporations were first introduced during the Civil War. An 
Act of July 1, 1862, amending an earlier act of August, 1861, and providing a federal income 
tax on corporations, may be considered the origin of the present system of income taxation. 
The provisions of this and other similar acts of the period were held to be constitutional, 
although the income-tax provisions of a later measure (1894) were held by the United States 
Supreme Court to be inoperative and void. 


The Payne-Aldrich Tariff Act of 1909 imposed upon corporations “a special excise tax 
with respect to the carrying on or doing business” at the rate of 1 per cent upon the entire 
corporate net income in excess of $5,000. The constitutionality of this Act was upheld in 
Flint v. Stone Tracy Company, 220 US 107 (1910) and the tax was continued until the early 
months of 1913. 

Following the adoption of the Sixteenth Amendment on February 25, 1913, Congress in 
October of that year passed a revenue act which imposed upon corporations a tax of 1 per 
cent of net income. The rate of tax was increased to 2 per cent by the Act of 1916, and 
further increased by measures adopted in 1917 and 1918. Since World War I, income-tax 
measures have provided increasingly important shares of the revenues required for financing 
the Federal Government. 


4 For judicial comment bearing upon the question whether preparation of income-tax 
returns may be held the unauthorized practice of law, see: 

Merrick vy. American Security & Trust Co., 107 F. (2d) 271 (D.C. Ct. of App.) (1939) ; 
Humphreys vy. Commissioner of Internal Revenue, 88 F. (2d) 430 (CCA 2) (1937); Girard 
Investment Co. vy. Commissioner of Internal Revenue, 122 F. (2d) 843 (CCA 3) (1941); 
Groninger v. Fletcher Trust Co., 41 NE (2d) 140 (Supreme Court of Indiana, 1942); Bump 
v. District Court of Polk County, 5 NW (2d) 914 (Supreme Court of Iowa, 1942); Blair v. 
Motor Carriers Service Bureau, Inc., et al., 40 Pa. District and County Reports (1939) 413 
(Ct. Common Pleas, Phila. County) ; Elfenbein v. Luckenbach Terminals, Inc., 111 NJ L. 67; 
Dunlap v. Lebus, 112 Ky. 237; Tanenbaum vy. Higgins, 190 App. Div. 861, 180 N.Y.S. 738 
(1920) ; Chicago Bar Association v. United Taxpayers of America, 38 NE (2d) 349, 312 
Ill. App. 243 (1941) ; Lowell Bar Association y. Birdie T. Loeb and another, Commonwealth 
of Massachusetts, Supreme Judicial Court, December 8, 1943. Reported in THE JouURNAL OF 
AcccounTANCy, February, 1944, p. 167; Richter & Co. v. Moon, Court of Common Pleas of 
Butler County, Pennsylvania, June 1939 term, reported in THE JouRNAL oF ACCOUNTANCY, 
November, 1942, p. 470; Matter of New York County Lawyers’ Association (Standard Tax 
and Management Corp., and Standard and Poor’s Corp.), New York Supreme Court (First 
District), Reported in THE JouRNAL oF ACCOUNTANCY, October, 1943, p. 364. 
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National Conference of Lawyers and Certified Public Accountants 


the Bar Association committee in 1938 
issued a formal statement.> Shortly 
after the issuance of this statement, that 
committee met with representatives of 


antagonism between the two profes- 
sions.® 

Realizing that this situation was not 
in the public interest, the American Bar 
Association’s Unauthorized Practice of 











the American Institute of Accountants 
to discuss the situation. The discus- Law Committee in 1944 decided to have 
sions extended over a period of months another go at improving relations be- 
but the two groups were unable to tween the two groups. A preliminary 
reconcile their points of view. informal conference was conducted in 

Finally, the negotiations ceased alto- St. Louis on February 5, 1944, which 
gether and lawyers and certified public was attended by the Unauthorized 
accountants continued to engaged in tax Practice of Law Committee represent- 
practice in conflict with each other, ing the American Bar Association and 
engendering an increased feeling of the Committee on Cooperation with 


5 The 1938 report of the Committee on Unauthorized Practice of the Law contained a 
section devoted to “Accountants” which, after noting principles relating to the giving of legal 
advice, carried the statement: 

“Tt is the view of the committee that it is the practice of law to engage in any of the 
following activities : 

a “(1) To give advice regarding the validity of tax statutes or regulations or the 

effect thereof in respect of matters outside of accounting procedure. 

“(2) To determine legal questions preliminary or prerequisite to the making of a 
lawful return in a lawiul manner. 

(3) To prepare protests against tax adjustments, deficiencies, or assessments. 
_ “(4) To represent a taxpayer at a conference with administrative authorities in rela- 
tion to matters outside of accounting procedure. 

(5) To prepare claims for refund of taxes. 

“(6) To prepare petitions, stipulations, or orders incident to the review of assess- 
ments by the United States Board of Tax Appeals or any like administrative tribunal. 

“(7) To conduct the trial of issues before the United States Board of Tax Appeals 
or any like administrative tribunal.” 


6 Following the issuance of the 1938 report, the Institute’s Committee on Codperation 
with Bar Association met to consider the statement. While the committee could agree with 
much of the introductory matter in the report, it was in complete disagreement with the impli- 
cations of the seven items relating to tax practice by accountants. A meeting of the com- 
mittees of the Bar Association and the Institute was arranged in Cleveland on July 25th. The 
following has been reported as a brief statement of the scope and conclusions of the discus- 
sion agreed upon by both committees: 

“At a meeting of the American Bar Association Committee on Unauthorized Prac- 
tice of Law, a special committee representing the American Institute of Accountants 
and several state societies of certified public accountants presented objections in principle 
to certain conclusions set forth by the bar committee in its annual report. 

“The accountants’ committee stated that the American Institute of Accountants could 
not accept the conclusions arrived at by the Bar committee with respect to practice by 
certified accountants in tax matters. 

“The chairman of the Bar committee informed the accountants that the conclusions 
expressed by his committee were necessarily general in character and constituted an out- 
line of the present views of the committee only. He stated that the committee had 
received countrywide complaints of improper practices by accountants, who were gener- 
ally uncertified ‘and not members of the American Institute of Accountants. 

“The accountants’ committee offered through their national and state associations to 
cooperate with the American Bar Association and local bar associations to investigate 
complaints as to alleged improper practices by accountants, and two committees agreed 
to set up appropriate machinery for cooperative efforts directed against improper practice, 
and in the interest of both professions, to reéxamine and clarify the conclusions expressed 
in the report.” 

The Institute’s committee later filed a statement of its position with the board of gover- 
nors of the American Bar Association. The text of that statement is reported in an article in 
THE JouRNAL oF AccouNTANCY for September, 1938, p. 156. 
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Bar Association representing the Amer- 
ican Institute of Accountants. This 
conference decided that something 
should and could be done. 

In approaching the problem, Amer- 
ican Bar Association representatives 
recognized that the American Institute 
of Accountants was as old and as 
venerable an institution as the Amer- 
ican Bar Association.? There was no 


doubt that the certified public account- 
ants, by gradually increasing their edu- 
cational requirements and establishing 
high ethical standards, had proved their 
right to have accountancy considered 
a profession. It is interesting to note 
that the Code of Ethics of the Amer- 
ican Institute of Accountants is very 
comparable to the Code of Ethics of 
the American Bar Association.® 








7 The American Institute of Accountants is the only national professional organization 
of certified public accountants. Its history began in the year following the passage of the 
first certified public accountancy law (New York, 1896) with the formation of the American 
Association of Public Accountants. The Association amalgamated in 1905 with the Federa- 
tion of Societies of Public Accountants in the United States of America and the name of the 
expanded organization was changed in 1916 to the American Institute of Accountants. The 
1936 amalgamation of the Institute with the American Society of Certified Public Account- 
ants created a single representative organization for the certified public accountants of the 
United States. 

8 The rules of professional conduct of the American Institute of Accountants supple- 
ment the disciplinary clauses of its by-laws. The sixteen provisions of this code of ethics 
are as stated or indicated below: 

1. Relating to the designation of firms or partnerships as “Members (or Associates ) 
of the American Institute ot Accountants.” 

2. “A member or an associate shall not allow any person to practice in his name who 
is not 1n partnership with him or in his employ.” 

_ 3. “Commissions, brokerage, or other participation in the fees or profits of profes- 
sional work shall not be allowed directly or indirectly to the laity by a member or an 
associate. 

“Commissions, brokerage, or other participation in the fees, charges, or profits of 
work recommended or turned over to the laity as incident to services for clients shall not 
be accepted directly or indirectly by a member or an associate.” 

4. “A member or an associate shall not engage in any business or occupation con- 
jointly with that of a public accountant, which is incompatible or inconsistent therewith.” 

5. Requiring the application of generally accepted accounting, principles and auditing 
procedures to examinations and the preparation of financial statements. 

6. Prohibiting the certification of statements without examination by the member, 
his employees, or other certified public accountants. 

7. “A member or an associate shall not directly or indirectly solicit the clients or 
encroach upon the practice of another public accountant, but it is the right of any mem- 
ber or associate to give proper service and advice to those asking such service or advice.’ 

& Prohibiting offers of employment to staff members of other public accountants 
except on voluntary application. 

9. “Professional service shall not be rendered or offered for a fee which shall be 
contingent upon the findings or results of such service. This rule does not apply to cases 
involving federal, state, or other taxes, in which the findings are those of the tax authori- 
ties and not those of the accountant. Fees to be fixed by courts or other public authori- 
ties, which are therefore of an indeterminate amount at the time when an engagement is 
undertaken, are not regarded as contingent fees within the meaning of this rule.” 

10. Prohibiting the advertisement of professional attainments or services. 

11. Prohibiting relations with corporations engaged in the practice of public account- 
ing. 

12. “A member or an associate shall not permit his name to be used in conjunction 
with an estimate of earnings contingent upon future transactions in a manner which may 
lead to the belief that the member or associate vouches for the accuracy of the forecast.” 

13. Requiring independence in respect to financial interests in the business of a client. 
14. “A member or an associate shall not make a competitive bid for professional 

engagements in any state, territory, or the District of Columbia, if such a bid would con- 
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National Conference of Lawyers and Certified Public Accountants 


The Unauthorized Practice of Law 
Committee also appreciated that it was 
impossible to draw a sharp line of 
demarcation between the two profes- 
sions and their service to the public. It 
was apparent that to attempt to define 
where the practice of accountancy 
ended and the practice of law began at 
the outset would likewise doom the new 
venture to failure. Accordingly, it 
was decided to move slowly. Therefore 
a conference group consisting of five 
representatives of the American Bar 
Association and five representatives of 
the American Institute of Accountants 
was established for the purpose of con- 
sidering the mutual problems of the two 
groups and how they could best co- 
Operate in the public interest.? At 
the first meeting of the new conference 
in Philadelphia on May 6, 1944, a 


charter was adopted setting forth the 
objects and aims of the conference.!? 


Developing a Statement 
of Principles 


With this charter before it, the con- 
ference then undertook the difficult task 
of drawing up a declaration of prin- 
ciples which would serve as a guide for 
the conduct of the two professions in 
their relation to the public. Certain 
fundamental principles were recognized 
immediately. Thus the lawyer mem- 
bers of the conference conceded that 
where an income-tax return simply re- 
quired the setting down of factual data 
from the income statement of a corpora- 
tion, a certified public accountant was 
qualified to prepare it. On the other 
hand, the accountant members of the 
group conceded that they were not 


stitute a violation of any rule of the recognized society of certified public accountants or 
the official board of accountancy in that state, territory, or district. 
15. “A member or an associate of the American Institute of Accountants engaged 
] 


simultaneously in the 


‘ractice of public accounting and in another occupation must in 


both capacities observe the by-laws and rules of professional conduct of the Institute.” 
16. “A member or an associate shall not violate the confidential relationship between 


himself and his client.” 


9 A National Conference of Lawyers and Certified Public Accountants, composed of 
five representatives appointed by the respective presidents of the American Bar Association 
and of the American Institute of Accountants, was organized under authority of resolutions 
of the House of Delegates of the Association and the executive committee of the Institute. 
The general purpose of the Conference is to provide ready means for coOperative considera- 
tion of problems of mutual interest to the two professions. 


10 Resolution adopted at the meeting of the National Conference of Lawyers and Certified 


Public Accountants, May 6, 1944: 


“In modern times, more and more, the average citizen is required to seek the pro- 
fessional services of accountants and lawvers or both. He is entitled to receive the most 
competent advice, and to be served by men of the highest character, aware of their public 
responsibility. Harm and injury are suffered by the public whenever such services are 
rendered by unqualified, incompetent, or unprincipled persons. Whatever can be done 
by both national organizations to improve the public service of their members will be of 
great and lasting benefit to the public, as well as to the professions involved. Therefore 


be it 


“Resclved, That the objectives of this National Conference are the following: 
“1. To further the development of professional standards in both professions. 
“2. To encourage coOperation between the two professions for the benefit of each 


and of the public. 


“3. To consider misunderstandings, involving fundamental issues, between the two 
professions and recommend means for disposing of them. 

“4. To devise ways and methods of expanding the usefulness to the public of both. 

“5. To seek means of protecting the public against practice in these respective fields 


by persons not qualified to serve the public. 


“Further Resolved, That the co-chairman be authorized to appoint subcommittees to 
study the above problems and to report back recommendations. 
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qualified to prepare legal documents 
such as articles of incorporation, cor- 
porate by-laws, contracts, deeds, trust 
agreements, wills, and similar docu- 
ments. So as to clear away the under- 
brush, therefore, these principles were 
reduced to writing.!! 

So much was simple. Then, how- 
ever, the conference was faced with its 
real difficulty. Should accountants have 
the right to give advice based upon the 
income-tax law and regulations ? Should 
they be permitted to represent clients 
before the government agencies admin- 
istering the tax law? 

These questions are complicated be- 
cause accounting and law are inextric- 
ably intermingled in federal income 
taxation. The tax is levied by a statute 
and interpretation of the statute would 
be normally considered the practice of 
The tax, however, is levied upon 

which is an accounting con- 

11 | On September 10 
Accountants adopted the 

“WHEREAS, Lawy: 
licensed by the several states, 
both as to competency and character ; 


“WHEREAS, 


law 
income, 


1944, the 


The 
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National Conference 
following resolution on relations between lawyers and accountants: 
rs and certified public accountants are trained professional men, 
and required to bring to their public service, qualifications 
and 
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cept, and the statute itself says that 
income shall be computed “in accord- 
ance with the method of accounting 
regularly employed in keeping the books 
of such taxpayer ; but if no such method 
of accounting has been so employed, or 
if the method employed does not clearly 
reflect the income, the computation 
shall be made in accordance with such 
method as in the opinion of the Com- 
missioner does clearly reflect the in- 
come.” 

The determination of business income 
is an accounting problem involving 
technical questions of great complexity. 
The tax law and regulations and the 
decisions of the courts have created 
specific rules and precedents governing 
the manner in which certain items shall 
be dealt with for income-tax purposes. 
These rules are in many cases, but not 
all cases, different from those ordinarily 
followed in determining business in- 


of Lawyers and Certified Public 


American Institute of Account- 


ants have adopted codes of ethics to assure high standards of practice in both professions ; 


Be It Resolved, 
Public Accountants 


In the opinion of the National Conference of Lawyers and Certified 


“1. That the public will be best served if income-tax returns are prepared either by 


certified public accountants or lawyers. 


“2. That it is in the public interest for lawyers to recommend the employment of 
certified public accountants and for certified public accountants to recommend the em- 
ployment of lawyers in any matters where the services of either would be helpful to the 


client; 


and that neither profession should assume to periorm the functions of the other. 


“3. That certified public accountants should not prepare legal documents, such as 
articles of incorporation, corporate by-laws, contracts, deeds, trust agreements, wills, and 


similar documents. 
are involved or may result, 


Where in connection with such documents, questions of accountancy 
it is advisable that certified public accountants be consulted.’ 


This resolution was presented in a supplemental statement by the chairman of the Stand- 


ing Committee « 


“With these resolutions 


on Unauthorized Practice of 
American Bar Association on September 14, 1944. 
as a basis, 
collaborating together for the benefit of the public. 


the Law to the House of Delegates of the 
The statement said, in part: 

the Conference looks forward hopefully to 
In this connection your attention 


is directed to the report of your Committee which is printed on page 72 of the advance 
program, where recommendation is made to local and state committees to take vigorous 
and prompt measures to present pseudo tax experts and other unqualified persons from 
engaging in the business of preparing income-tax returns. 


““This recommendation is not pointed at certified public accountants. 


On the con- 


trary, your Committee recognizes certified public accountants as professional men quali- 


fied by education and training to prepare income-tax returns. 
thousands of unqualified persons who have been engaging in this 


directed against the 


The report rather is 


practice without any educational background or experience for their personal profit as a 
business, and whose activities are unquestionably against the public interest.”’ 


Of 
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come for other purposes. Thus, we 
have a situation where for tax purposes 
business income is actually determined 
in part in accordance with generally 
accepted accounting principles, and in 
part in accordance with special rules of 
law and regulation. 

Accountants have to be familiar with 
the rules governing calculations of in- 
come for tax purposes. Even if they 
did not prepare tax returns, they would 
have to know the tax liability in order 
to certify statements of financial posi- 
tion. Since they must know these rules 
and since it is their job to determine 
income for other purposes, they not 
unnaturally assume that they are com- 
petent to determine income for tax 
purposes. Their position is strength- 
ened by the fact that for more than 20 
years certified public accountants have 
been admitted to practice before the 
Treasury Department and the Board 
of Tax Appeals, now the Tax Court 
of the United States. 


In the field of tax practice, the prob- 
lem is to limit the area of tax practice 
within which accountants legally quali- 
fied to practice their profession may 
engage. The difficulty is to know 
where to set the limits. 

Many lawyers contend that an ac- 
countant should not carry a case beyond 


the point where it becomes apparent 


that a legal issue or controversy is 
involved. On the other hand, many 
accountants contend that they are quali- 
fied to handle a tax case involving 
purely accounting questions up to the 
point where a record must be made 
which may become the basis of judicial 
review. They argue that it is not so 
much the stage to which a tax case has 
developed as the subject matter in 
dispute; i.e., accounting or legal ques- 
tions, which should govern the decision 
as to which profession should serve. 
The more experienced tax practitioners 
in both professions are inclined to the 
view that in most tax cases of any 
consequence the services of both an 
accountant and a lawyer are required, 
if the clients’ interests are to be best 
served and protected. 

Some lawyers have contended that, 
while an accountant may properly pre- 
pare a tax return and the Treasury 
Department admits him to practice as 
agent for his client before the Depart- 
ment, he would engage in the unauthor- 
ized practice of the law if for a fee he 
gave an opinion involving interpreta- 
tion of the law or regulations not related 
to preparation of an actual return or 
an actual appearance on behalf of one 
of his own clients. However, account- 
ants again contend that it is the subject 
matter which should be the determining 
factor.}2 


12 The following hypothetical case has been suggested as illustrative of the principle 


involved: 


White & White, certified public accountants, are the auditors of A. B. Company, a 
manufacturing concern whose inventory procedure reflects the so-called “last-in, first-out” 
method which in the Internal Revenue Code is referred to as the “elective method.” It is 
not quite clear to the company’s officials whether, in respect of two matters, the pro- 
cedure followed by the company would be acceptable under the related provisions of the 
Internal Revenue Code and the pertinent regulations. In discussing the matter with their 
auditors, White & White, the latter suggest to their client that the firm of Brown & 
Brown, certified public accountants, be called into consultation in the matter because, as 
Mr. White explains, that firm has had considerable experience with such accounting 


problems. 


A. B. Company accordingly retains Brown & Brown who, after discussing 
pany J 


the matters at issue with White & White and the company’s officials, renders a report in 
which the opinion is expressed that the company’s procedures as to both of these moot 
matters would be acceptable—in the wording of IRC section 22(c)—“as conforming as 
nearly as may be to the best accounting practice in the trade or business and as most 


clearly reflecting the income.” 


The two matters at issue concerned the follewing: 
First—Whether the method of determining the goods on hand fairly comported with 
the requirements of Section 29.22 (d)-2; (4) (c) which relates to the use of an average 
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Conclusion 


The National Conference so far has 
been able to agree on the basic postu- 
lates, that the main objective should 
l service to the 


ve to achieve the best 


and that close 
etween lawyers 
h th 1is objecti ve con- 


client and the sa 
coopers ation in pract 
and accountants wit 


stantly in mind offers the surest means 
to achieve it. However, for the guid- 
ance of members of ‘both professions, 
the Conference will undoubtedly at- 
tempt to delineate areas in which, in its 

basis through the taxable year. There 


and the company desired to know wheth 


income. 

Second—The other 
tion and 
company desired to be certai 
violate section 29.22 (d)-2; (8) of the 


matter at 
inventory’ 


issue 
un de 


replacement ot 


in conformity with the 
supplemental and detailed 
missioner readily to verify the 
ance with these several requirements.” 


inventory 
it cia ry recor 


In rendering this service, 
they in this 
of the Internal Revenue Code 
such service was the sole 
auditors of the A. B. Company, 


and the 
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1 that, in reco! 


records and accounts employe “s by the taxp 
method 1 


taxpayer's inventory 


the firm of Brown & Brown, 
capacity rendering an opini mn which was concerned w 
related regulz 
service rendered by them to this client since White & White, as the 
in addition to making the 

Nevertheless, since such tax-law interpretation service concerned the proper effectuation 
of accounting concepts, Brown & Brown believed that such service was entirely 
d not in that of the 


Accountant 





opinion, members of one profession may 


be able to render better service than 


those of the other. 


In the meantime, the discussions of 


the two groups have stimulated a better 


understanding of the problems con- 


fronting each in their service to the 
public and have promoted a better teel 
ing between the two professions. 
) 


meetings of the two groups 
and 


eriodi ic 
have been scheduled for the future 


both professions are looking forward 
hopefully to a satisfactory solution of 
their differences. 

were some slight deviations irom this method 


er, if not approvable under parag rap h (c), they 


might not, in any event, be approvable un wai! paragraph (d) which stated, “Pursuant to 
any other proper method, which in the nion of the Commissioner clearly reflects 


1 the question of “involuntary liquida- 

(d) (6). In this connection, the 
ated transactions, they would not 
ulations, which reads, “The 
books shall be maintained 
section 29.22 (d)-1; and such 
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Allocation of Income Under New Article 
g-A of the State Franchise Tax Law 


By HonorasLtE ALGER B. CHAPMAN 


This is the text of one of the three addr 


resses given at the monthly meeting of the 


Society at the Waldorf-Astoria Hotel on December 17, 1945 


| bee: stated several times before in 
public, and many times in private, 
that I consider New Article 9-A as 
representing a much-needed major 
operation in the State corporate fran- 
chise tax field. What is more, the more 
I study it the more I think that the 
operation was very skilfully performed. 
Unfortunately, I can claim no credit for 
it whatsoever, but I know that there are 
people here in this room who are re- 
sponsible for contributing to that skilful 
job. 

As you know the statute represents 
a telescoping of both the language and 
the philosophy of the old investment 
trust, the holding company and the gen- 
eral business corporation tax provisions 
of the old law into a single article 
where the activities of the corporation 
control the manner of tax rather than 
the exclusiveness of the corporation’s 
activities. To the extent the corpora- 





ALGER B. CHAPMAN was ap- 
pointed Commissioner of Taxation 
and Finance, and President of the 
State Tax Commission on July 1, 
1945. He was graduated from Wil- 
liams College in 1926 and from 
Columbia University Law School in 
1930. From 1930 to 1932 he served 
as an attorney in the Legislative 
Counsel’s Office of the United States 
Senate, after which time he became 
associated with the law firm of Al- 
vord and Alvord. Mr. Chapman has 
served as an advisor to the Tax Com- 
mittee of the Comptrollers Institute 
of America, and he has written many 
articles on taxes. As a lecturer, he 
has conducted tax courses through- 
out the country under the joint spon- 
sorship of the American Bar Asso- 
ciation and the Practicing Law Insti- 
tute of New York. 
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tion’s activities are of a holding-com- 
pany nature, it is taxed as a holding 
company; to the extent that its activi- 
ties are of an investment-company 
nature, it is taxed as an investment 
company; and to the extent its activi- 
ties are of a general business corpora- 
tion nature, then those activities are 
taxed as such. 

Thus subsidiary income is not taxed 
at all, just as income of a holding com- 
pany did not use to be taxed under the 
old law. New Article 9-A_ provides 
merely a mill tax on subsidiary capital, 
at a very nominal rate and/or only 
fifty percent of dividends from invest- 
ments are taxed. 

Investment income or capital and 
subsidiary capital are allocated with 
reference to the location of the assets 
of the underlying companies. That is 
substantially the allocation formula that 
used to apply under the old investment- 
trust and holding-company provisions. 
Business capital is allocated in accord- 
ance with the taxpayer’s own activities 
which produce the business income. 
Under the old law, by reason of the 
stock factor that used to exist in the 
old formula, business income was fre- 
quently allocated, in part, with refer- 
ence to the location of the underlying 
assets of the corporations whose stock 
was held by the taxpayer. While the 
location of such underlying assets is 
properly a factor to be taken into con- 
sideration in allocating investment in- 
come, it should have no part to play in 
the allocation of business income. 

Therefore, I say, New Article 9-A 
represents a skillfully performed opera- 
tion, bringing the various provisions of 
the old law together into a single article 
and then allowing for the taxing of the 
different activities of the corporation 
according to the type of the activity, 
without requiring exclusive activity of 
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any particular type in order to become 
entitled to use the appropriate method 
for taxing such activity. 

Now let us consider each separate 
type of allocation, and let us consider 
first, the allocation of investment in- 
come and capital. First, what is invest- 
ment capital and investment income ? 

As you know, investment income in- 
cludes stocks, bonds and other securi- 
ties issued by corporations or by gov- 
ernments or governmental  subdivi- 
sions—excluding subsidiary capital, of 
course, since it is taxed separately and 
has its own allocation formula, and ex- 
cluding those securities which are held 
by the corporation primarily for sale 
to customers in the regular course of 
business. With these exceptions, in- 
vestment capital includes stocks, bonds 
and other securities of corporations and 
of governments and governmental sub- 
divisions. 

Stocks of subsidiaries are always ex- 
cluded from investment capital, but it is 
possible that the bonds that the tax- 
payer may hold in subsidiaries may be 
included in investment capital, and such 
is the case when the subsidiary claims a 
deduction for the interest payable on 
its bonds on its own New York State 
tax return, and such deduction is al- 
lowed. Under these circumstances the 
bonds of the subsidiary owned by the 
parent company are included in the 
latter’s investment capital. 

A third type of property which may 
be included in invested capital is cash 
on hand and on deposit, but only at the 
election of the taxpayer. The statute 
gives the taxpayer the election to put 
this type of property either in invest- 
ment capital or business capital. There 
are certain qualifications as to when the 
taxpayer can elect to include this type 
of property in investment capital. For 
example, it cannot jump both ways and 
allocate part of it to investment capital 
and part to business capital. There are 
one or two other qualifications in the 
statute that I am sure you are all fami- 
liar with. 

Now, that is basically investment 


9s 


capital, and investment income is in- 
come flowing from that type of capital. 
We are now ready to consider the ques- 
tion as to how investment capital or in- 
vestment income is allocated, under the 
statute, to New York or to outside of 
New York. 

The allocation method for allocating 
investment capital or income is reason- 
ably simple. The first step is to ascer- 
tain separately the average fair market 
value of the taxpayer’s total invest- 
ment in each separate corporation, 
whether it be stocks, bonds or other 
types of securities. Then the aggregate 
investment in each separate corpora- 
tion is multiplied by the allocation per- 
centage of the issuing corporation—the 
underlying corporation—as it shows up 
on its New York State tax report for 
the preceding year. In other words, the 
underlying corporation’s allocation per- 
centage is applied in allocating the in- 
vestments that the taxpayer holds in 
such corporation. 

If the issuing or underlying corpora- 
tion is a 9-A corporation, with business, 
investment and subsidiary capital, the 
dollar value of all three types of capital 
allocable to New York is aggregated 
and divided by its total capital. 

The next step is to aggregate the 
dollar value of all the taxpayer’s corpo- 
rate investments, to the extent allocable 
to New York. Ther there is added to 
this sum 100% of the taxpayer’s in- 
vestments in New York State obliga- 
tions, since these investments are al- 
locable 100% to New York. Finally 
when everything allocable to New York 
has thus been added together, the result 
is divided by the total investment capi- 
tal of the corporation, exclusive of cash 
and United States Government securi- 
ties in order to find New York’s percen- 
tage of the taxpayers’ total investment 
capital. 

It should be noted that cash and gov- 
ernment securities do not come into 
play in determining the allocation 
formula. The allocation percentage 
which applies to these two types of in- 
vestment capital is determined by refer- 
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ence to the location of the other invest- 
ment capital. Those two items merely 
falt in line. Investments in securities 
of States other than New York, and 
their subdivisions, are included in total 
investment capital in computing New 
York’s percentage. 

That is the method for allocating 
both investment capital and investment 
income, with three exceptions which 
should be noted: 

First, there is a 15% floor for allocat- 
ing investment capital. In other words, 
the percentage is presumed to be not 
less than 15%. That is a rebuttable 
presumption which the taxpayer can 
disprove by showing that less than 15% 
of its investment capital and less than 
15% of its investment activity is alloc- 
able to New York, but the burden of 
proof is on the taxpayer. It should be 
remembered that the 15% floor applies 
only with respect to investment capital, 
where the mill tax comes into play, and 
has no application in allocating invest- 
ment income. 

The second exception is that if in- 
vestment income is less than 25% of 
the taxpayer’s entire net income, then, 
if the taxpayer files a separate return, 
it can elect to use its business allocation 
percentage for allocating investment 
capital or income. In other words, if it 
is predominantly other than an invest- 
ment company, then the use of the in- 
vestment allocation percentage can be 
disregarded. 

And third, if the investment alloca- 
tion percentage is zero, then interest on 
bank accounts and United States obli- 
gations automatically become subject to 
the business allocation percentage. 
With respect to this third exception, 
we can think of the case where a corpo- 
ration owns a few shares of a company 
which is located entirely outside of the 
State of New York and all the rest of 
its investments are in bank accounts, 
with interest flowing to it, or in United 
States obligations. Since the invest- 
ment allocation, based on the few 
shares of stock would produce a zero 
investment allocation percentage, the 
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statute would force the taxpayer over 
to the use of the business allocation 
percentage for allocating the investment 
capital in the form of bank accounts or 
United States obligations, or the in- 
vestment income flowing therefrom. 

There are certain things to note be- 
fore we leave this part of new 9-A. 
First, the taxpayer is particularly en- 
titled to an allocation of its investment 
capital or income regardless of whether 
it has a regular place of business out- 
side the State of New York. When we 
come to the allocation of business capi- 
tal or income we shall find that the 
corporation is not entitled to any allo- 
cation unless it has a regular place of 
business outside the State; but so far 
as investment capital and income are 
concerned, and so far as subsidiary 
capital is concerned—which we are 
coming to next—it is entitled to an 
allocation regardless of whether it has 
an outside place of business. Note, 
again, that the 15% ceiling does not 
apply when allocating investment in- 
come. Do not forget that cash and 
United States obligations do not play 
a part in the percentage allocation, but 
merely tag along with the percentage 
that is determined from allocating the 
other type of investment capital. 

Now let’s take a quick look at the 
allocation of subsidiary capital. First, 
what does subsidiary capital consist of? 
Well, it consists primarily of stockhold- 
ings in subsidiaries. A subsidiary is 
defined as a corporation of which the 
taxpayer owns a majority of the num- 
ber of voting shares. I can think of a 
technical difficulty under this definition. 
I remember that the Federal law used 
to look to the number of shares of vot- 
ing stock in determining existence of 
control of a subsidiary. Cases arose 
where certain classes of voting stock 
were out in large quantities but with a 
very large percentage of the total vot- 
ing rights. The Federal statute had to 
be changed, to refer to the percentage 
of total voting power of all outstanding 
stock entitled to vote. New Article 
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9-A may also have to be corrected in 
this respect. 

There is also included in subsidiary 
capital, indebtedness owing from the 
subsidiary where the subsidiary does 
not claim or is not allowed a deduction 
for the interest paid on the indebtedness. 

In addition, if the subsidiary capital 
made up out of those first two types— 
the stocks and the indebtedness—ex- 
ceeds 85% of the total capital of the 
corporation investment, subsidiary and 
business capital (say 95%) leaving out 
cash and United States securities, the 
entire capital can at the election of the 
taxpayer, be treated as_ subsidiary 
capital. 

That is what we mean by subsidiary 
capital, and we find that subsidiary 
capital is allocated on a formula which 
is practically identical to the formula 
that applies for the allocation of invest- 
ment capital within or without the 
State. There is the same 15° floor 
iat I have referred to already, and 
there is a special 50% ceiling on the 
amount that can be allocated in New 
York where the subsidiary capital ex- 
ceeds 85% of the total capital of the 
taxpayer when it is reporting on a 
separate-return basis. 

Now you may ask: Suppose it is a 
case where there is included in sub- 
sidiary capital, this third type of item 
that I referred to, namely, cash and 
United States securities. How do we 
allocate this item? We know that the 
stocks and the indebtedness may be 
allocated by looking to the underlying 
assets of the subsidiary ; but how do we 
allocate cash and United States securi- 
ties when they are in subsidiary capital ? 
In such cases we apply the weighted 
average percentage of the other invest- 
ments in the subsidiaries. Again we let 
the United States securities and cash 
tag along, and let the rest of the capital 
determine what the allocation will be 
for them. 

Then we come down to the allocation 
of business capital and income, and this 
is where I suppose we will encounter 
most of the discussion before the even- 
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ing is over. We know what business 
capital and income is, no doubt. Busi- 
ness capital is all capital which is not 
included either in investment or sub- 
sidiary capital, and business income is 
the entire statutory net income exclu- 
sive of investment income. 

As I have stated before, an allocation 
of business capital and income is per- 
missible only where the corporation has 
a regular place of business outside the 
State. If it has none, then there is no 
allocation. Therefore, we will assume 
that the taxpayer has a regular place 
of business outside the State and we 
shall proceed to find out how to allocate 
its business income or business capital 
within and without the State. There 
are three allocation factors: real and 
tangible personal property within and 
without the State, business receipts 
within and without the State, and pay- 
roll, within and without the State. 
Those are the three factors. A per- 
centage for each factor is obtained and 
an average of the three percentages 1s 
used for the allocation. 

So far as these factors are concerned, 
they are the typical factors used in the 
so-called ‘‘Massachusetts formula”, As 
you know—and as I will remind you 
later, we vary slightly from the ** Massa- 
chusetts formula” in allocating business 
receipts. 

Now let’s take the first element in the 
formula, property. I don’t think there 
is any particular difficulty with this 
factor. We use the average fair market 
value of the property and determine its 
location by where it is. We have a 
special “in transit” rule. Where prop- 
erty is moving from New York outside, 
or from outside into New York, such 
property is disregarded. If property 
is moving from one place to another 
outside New York, it is treated as prop- 
erty outside of New York. If it is 
moving from one place to another inside 
New York, it is treated as property in 
New York. 

We know what business receipts con- 
sist of. They are receipts from tangible 
personal property, receipts from ser- 
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vices performed here, rentals, royalties, 
and then there is a catch-all—‘‘all other 
receipts allocable to New York’. I do 
not think we have any difficulty allocat- 
ing receipts irom services, rentals or 
royalties. New York receipts from 
services are receipts for services per- 
formed here. Receipts irom royalties 
are located where the patent or copy- 
right is being employed. 

(ur real difficulty, if there is any, is 
with the allocation of receipts from 
sales of goods. You may complain 
about the rule, but it is simply this: 
First, receipts from sale of goods located 
in New York at the time of the receipt 
of the order or the apropriation of the 
goods to the order, are all attributable 
to New York. Receipts from the sale 
of goods located outside New York 
may also be allocable to New York if 
the goods are not at a permanent or 
continuous place of business maintained 
by the taxpayer outside the State at 
the time of the receipt of the order or 
at the time of the appropriation of the 
goods to the order and the order is 
received or accepted here in New York. 
l'o repeat, receipts from orders received 
or accepted here, even though the goods 
are outside the State, if they are not 
located at a permanent or continuous 
place of busines of the taxpayer outside 
the State, may still be allocable to New 
York. 

New Article 9-A and the regulations 
thereunder prescribe a difference be- 
tween the type of place of business out- 
side the State which will permit an al- 
location of business income and the type 
which permits an allocation of receipts 
outside New York in applying the al- 
location formula. Take the case of a 
public warehouse. You will find in the 
regulations that where a stock of goods 
of the taxpayer is regularly kept at a 
public warehouse outside the State and 
orders are filled from that public ware- 
house, under those circumstances the 
taxpayer may have a regular place of 
business outside the State, sufficient 
to allow an allocation of business income 
within and without the State and to 
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allow an allocation of the property, 
which is located at such warehouse, out- 
side the State of New York. Such a 
place of business, however, would not 
constitute a permanent or continuous 
place of business sufficient to permit an 
allocation of the receipts from the sale of 
those goods outside the State of New 
York where the order for the sale of 
such goods is received or accepted here 
in New York. To permit an allocation 
of the receipts outside of New York, 
the warehouse would have to be the tax- 
payer's own warehouse and it would 
have to be in charge of a regular em- 
ployee of the taxpayer. 

So far as wages are concerned (that 
is the third factor in the allocation for- 
mula for allocating business income) we 
know that the salaries of general execu- 
tives are disregarded. It should be 
noted that this exception does not in- 
clude executives who are assigned to 
the supervision of activities in a par- 
ticular territory. It includes only the 
general executive in the true sense, and 
there is a special rule where a substan- 
tial part of the payroll is attributable to 
the activities of employees assigned to a 
New York office, spending a substantial 
portion of their time outside New York. 
Under those circumstances, the Com- 
mission may allocate wages in accord- 
ance with the time spent by the em- 
ployees inside and outside of New York 
—those operating out of a New York 
office and those operating out of an out- 
side office and spending time in New 
York rather than in accordance with 
the location’of the offices. 

Now, in addition to the fixed statu- 
tory formula for allocating business in- 
come or capital, the Commission 1s 
given discretionary power to deviate 
from it where it is necessary to do so 
to produce justice. We are not given 
quite as free a hand under the new 
statute as under the old. Now, when- 
ever we deviate, we have to publish a 
ruling so that all taxpayers who are 
similarly situated will have the same 
opportunity to break away from the 
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strict results that come from applying 
the statutory formula. 

I have given you the foregoing mere- 
ly as a general outline—to serve as a 
basis for discussion in the question- 
and-answer period which will follow. 
I merely want to add a few general 
remarks: 

I think you all know that the Com- 
mission which preceded us went de- 
finitely on record to the effect that the 
new business allocation formula—was 
written into the statute merely on a 
trial basis until it could be determined 
whether or not it produced a substan- 
tially increased burden on the manu- 
facturing corporations. It has been 
our obligation to examine into that 
question very carefully, with the reali- 
zation that if we should find there has 
been a substantial increase in the 
burden on the manufacturing group 
over that which would pertain under 
the old formula, we would be under an 
obligation to correct the situation. We 
have been making a very careful study 
of the actual returns filed in 1945 which 
for the first time reflect the use of the 
new formula. That job is not com- 
pleted as yet, but I can say this: that 
we are all surprised to find the small 
extent—if any—that the burden is 


stepped up on the manufacturing corpo- ° 


rations as the result of the change in the 
allocation formula. 

Now that may be considered a rather 
narrow way of looking at the question 
as to whether there should be any 
change in the new formula. It may be 
argued that whether or not it increases 
the burden over the old formula, it may 
be theoretically unsound in one respect 
or another. For example, maybe re- 
ceipts should be allocated on the basis 
of the destination of the goods; or it 
may be argued that we ought to apply 
the straight ‘Massachusetts formula” 
and be governed by where the orders 
are negotiated. 

That general question is outside the 
scope. of our immediate study. At least 
we have « formula and a method of 
allocating receipts under which if a 
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receipt is allocated outside New York, 
the activity going on in the outside 
jurisdiction is enough to subject the 
corporation to tax in that other juris- 
diction. And if there is an outside 
manufacturer filling orders received 
from this jurisdiction with a stock of 
goods regularly maintained here, then 
under those circumstances we are in a 
position to tax that outside taxpayer. 
Sut we wouldn’t be in a position to tax 
a corporation if it merely had a sales 
office here and solicited or negotiated 
orders here. 

Nevertheless, there are many advo- 
cates of a variation in the formula to 
the extent of a change in the method 
by which we allocate receipts. All I 
can say on that is that our minds are 
still open. However, we are not going 
to tamper with the statute until we 
know that we are wrong in keeping it 
as it is, and we have certainly not been 
convinced yet that a change should be 
made. In this connection, I should like 
to add that this is a bad time to attempt 
to ascertain the nece:sity for a change 
because the war activity is disconcert- 
ing in trying to estimate actual results 
under normal conditions. 

Through the war, there has been 
the tendency to manufacture and ship 
right from the plants. Warehouses 
have been, relatively speaking, left 
empty. We do not know but what the 
receipts factor will work out far better 
for the taxpayer under our present 
method when we go back to peacetime 
operations. 

Even though there may be no addi- 
tional hardship on the manufacturer as 
a result of our new formula, the over- 
all question remains as to whether there 
should be any lightening of the tax bur- 
den on business generally. Is the 
burden so high that it is driving tax- 
payers out of New York, or keeping 
them from coming in? That is a real 
problem that penetrates into the whole 
problem of State finance. I can at 
least tell you that this general problem 
is receiving serious consideration, but 
I am not in a position at this time to 
tell you how it is going to be answered. 
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Significant Income Tax Decisions of 1945 
By Peter Guy Evans, C.P.A. 


HE large number and the great 
variety of tax cases decided by the 
courts in 1945, renders the task of 
selecting the significant decisions most 
difficult. Thousands of tax cases were 
presented to and tried by the various 
courts with tax jurisdiction. We have 
selected those decisions of the Courts 
and the Tax Court which we believe 
are important, unusual and indicative of 
future trends in tax adjudication. 
The importance of the rule in Dobson 
et al v. Commissioner, 64 S. Ct. 239, is 
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most plainly evident in the 1945 de- 
cisions. The Tax Court is fast becom- 
ing the court of final recourse for most 
taxpayers. For a good illustration, we 
refer you to the Kelley and Talbot 
cases included in this study. Just like 
the night follows the day, so did the 
Supreme Court affirm the Tax Court’s 
decisions in these two cases. The var- 
ious Circuit Courts of Appeals are also 
adhering to the admonition. This is 
particularly true of cases involving 
questions of fact, mixed questions of 
fact and law, and questions of “good 
tax accounting.” 


Although the Dobson case does not 
close the avenues of appeal to the tax- 
payer, nevertheless it is best to convince 
the Tax Court as to the merits of the 
case. If the taxpayer cannot convince 
the Tax Court, his chances of securing 
a reversal of an adverse decision are 
not too good. 


Tax statistics show that more than 
13 out of each 14 cases decided by the 
Board of Tax Appeals and its succes- 
sor, today’s Tax Court, stand as de- 
cided. And the Dobson case is but two 
years old. Only as it ages will its true 
import be fully understood. It is not 
unreasonable to state that the interpre- 
tation of the federal tax statutes ren- 
dered by the Tax Court is, in most 
instances, accepted as settling its mean- 
ing and applicability. 

The three tax problems: (1) proper 
timing and mechanics, (2) careful and 
exhaustive study of tax consequences 


‘before entering into the transaction, 


and (3) the old established maxim— 
“the substance, and not the form of the 
transaction controls’—are all very 
much in evidence in the 1945 decisions. 


The cases which follow are income 
tax cases. They are listed under appro- 
priate group headings. 
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Deductions 


Interest or Dividends? In two com- 
panion hereinafter 
involving the propriety of corporate 
deductions for annual payments to se- 
curity holders, the Supreme Court held 
that the decisions rendered therein by 
the Tax Court are final and are not 
subject to review by the appellate 
courts. The corporate securities con- 
tained elements and characteristics of 
both credit obligations and capital stock. 
No one characteristic was decisive in 
such a determination. The Court stated 
that this type of case calls for the appli- 
cation of the Dobson rule and, conse- 
quently, the holdings of the Tax Court 
as to interest or dividend payments 
should be accepted as final. However, 
Justice Rutledge dissented and stated 
that where the Tax Court renders 
apparently conflicting decisions on sub- 
stantially identical facts, such decisions 
should be reviewed by the Courts. 


cases discussed 


Interest payment ts deductible. Here, 
the common stock was changed into 
shares of $100 par and increased to 
6,000 shares. Previously there were 
authorized 1,500 shares of no par com- 
mon stock and 3,000 6% 
cumulative preferred, $100 par, of 
which 1,110 and 1,124 shares were out- 
standing, respectively. Twenty-year 
income debentures of $250,000 bearing 
interest at 8% were also authorized. 
These were exchanged for the pre- 
ferred stock at $102 per share. It was 
resolved that the balance of the deben- 
tures were to be sold to ‘only the 
stockholders of the corporation.” Sub- 
scriptions to $35,000 of the debentures 
were taken up through dividends re- 
ceived on the common stock. The pur- 
pose of the debentures was to raise ex- 
tra capital to expand in the field of 
finance. The usual trust agreeement 
entered into between the corporation 
and the trustees, set forth the terms 
under which the debentures were is- 
sued together with the powers and 
duties of the trustees. The president 
and her brother were both the corpo- 
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rate officers as well as trustees. The 
transaction (exchange of stock for 
stock and debentures) did not bring in 
any new money into the corporate 
treasury. The 8% interest was pay- 
able out of income, only if earned; 
interest in default was not cumula- 
tive. Upon liquidation, debentures 
were superior only to the common 
stock. All other creditors had prefer- 
ence. The debentures carried no voting 
power, and even though the debentures 
had preference over common. stock- 
holders these factors did not mean any- 
thing as the trustees were the only 
stockholders as well as officers. The 
debentures were not reported as liabili- 
ties on the balance sheets or the tax 
returns for 1937, 1938 and 1939. 
Interest payments were described thus- 
lv: ‘Interest, income debenture stock.” 
HELD: Since question was purely a 
factual one in which no question of law 
was involved, the decision of the Tax 
Court—that the payments constituted 
interest—is affirmed. John Kelley 
Company v. Commissioner, Sup. Ct., 
No. 36, January 7, 1946. 

Dividend payment is not deductible. 
Registered notes were received in ex- 
change for stock. Payments were made 
as “interest” upon the registered notes 
issued by a family corporation in ex- 
change for four-fifths of its outstanding 
stock. The interest rate ranged from 
2 to 10%, depending on the corporate 
profits and postponable in the discretion 
of the directors and where the regis- 
tered notes could be, and were, sub- 
ordinate to the claims of the creditors. 
The registered notes were more in the 
nature of an equity or capital invest- 
ment than a loan to the corporation. 
Capital stock outstanding was 5,000 
shares of $100 par common stock or a 
total of $500,000. The surplus was 
$473,000. All fifteen of the stockhold- 
ers were members of the Talbot family. 
Each stockholder, under the plan, sur- 
rendered four-fifths of his stock and 
received his aliquot share of the 
$400,000 issue of debentures. The Tax 
Court (and Circuit Court) could find 
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no further purpose for the exchange, 
other than tax avoidance and conse- 
quently the “interest” paid was treated 
as a dividend distribution. HELD: 
Decision of the Tax Court affirmed. 
Talbot Mills v. Commissioner, Sup. Ct., 
No. 47, January 7, 1946. 


Basis for depreciation includes ad- 
justed basis of demolished buildings. 
Taxpayer, a corporation, bought cer- 
tain land and buildings in New York 
City. Several years thereafter, the old 
buildings were demolished with the 
intent to replace them with modern 
buildings. Such replacements were 
made accordingly. Taxpayer included 
the adjusted basis of the buildings de- 
molished in figuring the basis for 
depreciation of the new buildings erect- 
ed on the same premises. HELD: 
Assuming that there was no intent to 
demolish at the time of acquisition, the 
taxpayer may include in its basis for 
depreciation of the new buildings, the 
remaining adjusted cost of the de- 
molished buildings less adjustment for 
salvage recovered thereon. Henry 
Phipps Estates v. Commissioner, 5 T.C. 
No. 116, October 22, 1945. 


Obsolescence deduction disallowed. 
Life of buildings had many years to 
run, but the use for which the buildings 
were constructed (storage warehouse) 
had been discontinued in a prior year. 
HELD: Taxpayer not entitled to de- 
duction for obsolescence. Deductions 
for depreciation had been claimed and 
allowed from year to year. Taxpayer 
failed to prove essentially that the use- 
ful life of property was cut down and 
that depreciation deductions, for ordi- 
nary wear and tear, would be in- 
sufficient to restore the cost of buildings 
before their usefulness ended. Unprofit- 
able nature of business or mere shrink- 
age in value of commodities is not 
sufficient grounds upon which to claim 
deduction for obsolescence. South- 
eastern Building Corporation v. Com- 
missioner, 148 Fed. (2d) 879; Cert. 
den., October 8, 1945. 


Trustee’s indemnification payment to 
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co-trustees not deductible. Taxpayer, 
beneficiary of a testamentary trust, was 
also trustee with two others. One of 
the trustees was advised by its attor- 
ney that under the testatrix’s will the 
trustees were not authorized to retain 
as an investment certain shares of 
stock. Accordingly, at the request of 
his co-trustees, taxpayer agreed to in- 
demnify them for any loss incurred by 
retaining the illegal investment. In 
1933, the stock became practically 
worthless. Upon request, in 1936, tax- 
paver gave his demand note for 
$235,000 to cover the loss sustained by 
the trust. In 1939, when this note was 
fully paid, taxpayer claimed a deduction 
for the amount on his income tax re- 
turn. HELD: Deduction disallowed, 
as taxpayer did not incur loss in the dis- 
charge of his duty as a trustee. Emory 
HW’. Clark et ux v. Kavanagh, C.C.A.-6, 
December 7, 1945. 

Interest paid by transferecs on tax 
deficiencies deductible. Decedent’s es- 
tate was assessed an additional estate 
tax because of Commissioner’s taxation 
of certain gifts of stock, as being made 
in contemplation of death. The estate, 
the widow and the two children as 
transferees, paid the tax determined by 
stipulation, with interest. HELD: 
The interest paid by the transferees is 
deductible on their respective individual 
income tax returns under Section 
23(b) of I.R.C. Commissioner v. 
Henry W. Breyer, Jr., et al, C.C.A.-3, 
August 31; No petition for cert. will 
be filed. 

Legal fees of executor deductible. 
In 1940, taxpaver incurred legal fees in 
connection with suit brought before 
State Supreme Court to establish her 
right to act as co-executor of her 
deceased husband’s estate, and also to 
establish her right to executor’s fees 
after she had been disqualified by the 
County Orphans’ Court; she was rein- 
stated. Legal fees of $50,000 claimed 
as a deduction on her return were dis- 
allowed by the Commissioner. The 
husband’s estate totaled about thirty 
million. HELD: Deduction allowed 
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under Sec. 23(a) of I.R.C. either as an 
ordinary and necessary business ex- 
pense, or as a non-business expense 
paid for the production or collection of 
income. Annie Laurie Crawford v. 
Commissioner, 5 T.C. 91. 

Legal expenses deductible. In 1940, 
trustees paid out $25,000 for legal fees 
and expenses in connection with income 
tax litigation and for other legal advice 
and claimed deduction therefor on 
trust’s income tax return. Com- 
missioner disallowed deduction and 
assessed the tax. HELD: Trustees 
are entitled to deduction as _ non- 
business expense under Section 23(a) 
(2) of I.R.C. The expenses were in- 
curred “for the management, conser- 
vation or maintenance of property held 
for the production of income” within 
the scope of the section despite the 
fact that the trust had terminated and 
the trustees were under a legal duty to 
distribute the property among the re- 
maindermen. It was immaterial that 
the expenses were not for the produc- 
tion of income. The Government’s 
contention that expenses incurred on 
the distribution of the corpus were non- 
deductible because they pertained to the 
devolution of the trust property, was 
overruled. Section 19.23(a)-15 of 
Regulations 103, which denies deduc- 
tion of expenses of tax litigation held 


invalid. Trust u/w of Mary Lily 
Bingham v. Commissioner, 65 S. Ct. 
1232. 


Compromise settlement payment of 
alleged penalty not deductible. The 
State of Texas instituted a suit to re- 
cover penalties for alleged violation of 
state anti-trust laws. The agreed 
judgment which was entered stated 
that the compromise payments were 
in full satisfaction of all claims for 
alleged violation of the law but that 
thereunder the defendants did not 
admit, or estop themselves to deny the 
truth of the allegations stated against 
them in the petition. The Tax Court, 
following the case of Commissioner v. 
Heininger, 320 U.S. 467, held that both 
the compromise payments as well as 
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the legal fees and legal expenses in- 
curred, were ordinary and necessary 
expenses paid or incurred in carrying 
on a trade or business. The Commis- 
sioner acquiesced the decision with re- 
gard to the deductibility of the legal 
fees and legal expenses, but not as to 
the deductibility of the consent judg- 
ment paid to the State of Texas. Con- 
sequently, the Court of Appeals, in its 
opinion, discussed only the question of 
the deduction of the compromise pay- 
ment of $50,000. HELD: Sums paid 
in compromise of a suit to recover 
statutory anti-trust penalties are not 
deductible as ordinary and necessary 
business expenses. The Court stated, 
“the ultimate determinative inquiry 
upon this appeal is whether the deduc- 
tion claimed was paid as a penalty. 
This is illustrated by cases where, due 
to a compromise settlement the question 
of guilt or innocence was not estab- 
lished, yet the deduction claimed was 
disallowed to the extent that it repre- 
sented a payment to extinguish a cause 
of action to impose a penalty.” Com- 
missioner v. Longhorn Portland 
Cement Company, 148 Fed. (2d) 276; 
Cert. den. October 8, 1945. 


Real Estate taxes deductible by 
purchaser. Taxpayer acquired title to 
real property on September 30, 1940, 
after real estate taxes for the year 
ending June 30, 1941, had been as- 
sessed, but prior to the date on which 
lien for the first half such taxes became 
effective on October 1, 1940. Under 
the local law, vendor of the real estate 
was not personally liable for the taxes 
because he did not reside in the county 
in which the property was located. 
Consequently, there were no grounds 
for holding him personally liable for 
the taxes even if no tax lien existed on 
the date of transfer. Commissioner 
contended that same were not de- 
ductible by the purchaser and should 
be capitalized, accordingly. HELD: 
Taxes are deductible by the purchaser, 
as he was paying his own taxes. The 
lien did not accrue against the prop- 
erty until after the property was trans- 
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ferred to name of taxpayer. Commis- 
sioner v. Robert LeRoy, C.C.A.-2, No- 
vember 7, 1945; also, Commissioner 
v. Lawrence Operating Company, 
C.C.A.-2, November 7, 1945. 

Contested stute taxes deductible. 
Taxpayer, on accrual basis, did not 
pay Oklahoma state income tax on in- 
come derived from certain intangible 
property because it believed that such 
property, not having a taxable situs in 
the state, nor its income, could be 
taxed. In 1940, the state proposed to 
assess the tax for the years 1936 to 
1938, inclusive. Taxpayer protested 
and at the hearing it was held that the 
tax was owed. The tax was paid with 
interest and the taxpayer notified the 
state of its intent to sue for recovery 
of taxes and interest paid. Taxpayer 
lost such suit in the U. S. District and 
Circuit Court of Appeals. In its 1940 
federal income tax return, there was 
claimed a deduction for the above taxes 
and interest paid. The Commissioner 
disallowed the deduction and taxpayer 
after filing timely claim for refund, 
brought suit. HELD: Tax and in- 
terest is deductible in the year in which 
paid by a taxpayer on the accrual basis, 
even though payment is made under 
protest and taxpayer brings suit for 
recovery against the state. Chestnut 
Securities Company v. U. S., Ct. of 
Cls., October 1, 1945. 


Deduction for worthless stock de- 
nied. In 1929, taxpayer paid $32,500 
for stock of corporation which in 1932, 
went into receivership. In 1934, when 
the receiver's report showed but 
$40,000 of assets and over $707,000 of 
liabilities, a stockholders’ derivative 
action was instituted against the direc- 
tors and officers. On her 1934 re- 
turn, taxpayer claimed a deduction for 
worthless stock. After the Commis- 
sioner disallowed the loss, the taxpayer 
did not appeal from this determination. 
On settlement of the stockholders’ suit 
in 1937, taxpayer received $12,500, 
and on her 1937 return claimed a loss 
of $20,000, being the difference be- 
tween the cost of the stock and the 
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settlement amount received. HELD: 
Tax Court’s finding that facts were 
insufficient to establish that the stock 
became worthless in 1937, was reason- 
able. The subjective test is not de- 
cisive in determining worthlessness of 
stock. The standard is flexible and 
practical and varies with the particular 
facts. The Tax Court’s conclusion 
was a reasonable inference from the 
facts and is not reviewable. (NOTE: 
Deduction should have been claimed in 
1935, and if disallowed, then in 1936, 
for worthlessness obviously must have 
occurred either in 1935 or in 1936.) 
Lillian Boehm v. Commissioner, 66 S. 
Ct. 120. 

Travel expenses disallowed. Tax- 
payer, a lawyer, resided since 1903 
in Jackson, Mississippi, where he voted, 
schooled his children, owned home, 
practiced law as a member of firm 
bearing his name, etc. Beginning with 
1906, he represented a certain rail- 
road whose main office was in Mobile, 
Alabama. Progressively he served as 
trial counsel, special counsel, general 
solicitor and general counsel up to 1940, 
at which time he was elected vice-presi- 
dent and general counsel of a merged 
railroad. In 1927, when he was offered 
the.post of general solicitor, he was un- 
willing to accept it, if it required him to 
move from Jackson to Mobile. It was 
agreed that he could continue to reside 
in Jackson, provided he paid his own 
traveling expenses as well as the living 
expenses at both places. During the 
taxable years in question, taxpayer 
devoted practically all of his time to 
matters pertaining to the railroad mer- 
ger. During 1939, he spent 203 days in 
Jackson and 66 in Mobile making 33 
trips; in 1940, 168 days in Jackson and 
102 in Mobile, making 40 trips. On the 
1939 and 1940 income tax returns, he 
deducted $900 and $1620 respectively 
for traveling, meals and hotel expenses 
at Mobile. HELD: Deduction for 
travel expenses, under Section 23(a) 
(1)(A) of I. R. C. is denied. The 
Court stated that the necessary rela- 
tionship, between the expenses and the 
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railroad’s business was lacking and con- 
sequently, the taxpayer was not entitled 
to the deduction. Denial of the deduc- 
tion to the taxpayer, categorizes him as 
a mere commuter. Justice Rutledge in 
his dissent, pointed out that the specific 
issue before the Court was the 
struction of the statute as to the mean- 
ing of the word “home”. The Tax 
Court had held that it meant “business 
headquarters” and not “home” in the 
usual sense, but if Congress had meant 
that, it would have so stated. Despite 
the fact that this case involves law prior 
to the amendments of the Revenue Act 
of 1942, it is quite likely to encourage 
to professional 
men and others, of many similar de- 
ductions which should be allowed. 
Commissioner v. J. N. Flowers, Sup. 
Ct., No. 145, January 2. 1946. 


con- 


denial 


(jovernment’s 


Gains and Losses 

Patent sales proceeds taxed as capital 
gain, Taxpayer, a chemist, was under 
employment contract to surrender to his 
employers all inventions which he might 
make or develop while in their employ- 
ment. In the taxable vear (1940), he 
realized $56,000 from the sale of a pat- 
ent in which his employers were not 
interested. They gave him a “carte 
blanche”. The Commissioner taxed 
such sum in full as ordinary income. 
HELD: Since taxpayer was not an in- 
ventor by profession, and since all his 
patents were assigned to, claimed and 
secured by his employers, the sale of the 
patent in question could not be con- 
strued as disposition of “stock in trade 
of the taxpayer”; hence, the gain from 
such constituted a capital asset as de- 
fined by Section 117 (a)(1) of LR.C. 
and was taxable thereunder as a long- 
term capital gain. Jaurice Bacon 
Cooke et ux v. Commissioner, T.C. 
Memo, February 9, 1945. 

Gain taxed to corporation rather than 
individuals, Husband and wife owned 
all the stock of a corporation which 
agreed to sell its only asset, an apart- 
ment house. Buyer paid corporation 
$1,000 deposit under oral sales agree- 
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ment, subsequently reduced to writing. 
The day after the attorney advised that 
the transaction would result in heavy 
income taxes on the gain, the corpora- 
tion declared a “liquidating dividend”. 
The stockholders turned in their stock 
and the building was deeded over to 
them. Then the former stockholders as 
vendors, individually contracted to sell 
the property on the same terms and 
conditions and applied the deposit of 


$1,000 received by the corporation 
against the purchase price. HELD: 


Findings of the Tax Court that the sale 
was made by the Corporation were ac- 
cepted by the Supreme Court under the 
Dobson rule. The liquidating dividend 
and the transfer of the title were but 
mere formalities designed ‘to make the 
transaction appear to be other than what 
it was”, and thus avoid tax liability. 
(Compare Meurer Steel Barrel Com- 
pany, Inc. v. Commissioner, 144 Fed. 
(2d) 282). Commissioner v. Court 
Holding Company, 65 S. Ct., 707. 


Loss on sale of inherited residence 
deductible. Taxpayer’s mother occu- 
pied realty as personal residence up to 
date of death in 1936. Under the will, 
taxpayer acquired a one-fifteenth in- 
terest therein. Immediately thereafter 
the realty was placed on the market for 
sale and was finally sold in 1940 at a 
loss. Taxpayer claimed a net long-term 
capital loss of $820 from a transaction 
entered into for profit. Commissioner 
disallowed the loss. HELD: Loss is 
allowed as resulting from a transaction 
entered into for profit under Section 
23(e)(2) of I. R. C., subject to the 
limitations of Section 117. (NOTE: 
The Tax Court followed its decision in 
Campbell v. Commissioner, 5 T. C. 272; 
taxpayer was put to needless expense, 
while the Commissioner was making up 
his mind what to do. No need for com- 
pelling a taxpayer to go to court with 
a case where facts are practically the 
same as those in a decision already 
rendered.) Sarah Fraser Robbins v. 
Comunissioner, T.C. Memo, November 
9, 1945. (See J. T. 3776 which holds 
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that loss on inherited property not used 
as residence by taxpayer is allowable, 
1946-1-12203.) 

Loss allowed only if transaction 
closed. In 1930, taxpayer bought as a 
single investment Chase National Bank 
stock and that of its affiliate, a securi- 
ties corporation. No allocation of cost 
was made between the two separate 
securities at the time of purchase. Sub- 
sequently, in 1934, there were received 
in a nontaxable transaction, new cer- 
tificates in exchange for the old ones. 
HELD: No loss is allowable on the 
sale of the Chase National Bank stock 
alone, and no loss is sustained until the 
original transaction is closed by the sale 
of the stock of the affiliate. There was 
no measure of their fair market value 
which could be used for the purpose of 
apportioning the cost between the two 
securities when purchased. Spreckels- 
Rosekrans: Investment Company v. 
Lewis, 146 Fed. (2d) 982. 

Losses recognized on affiliates’ stock. 
Taxpayer owned over 80% of all 
classes of stock of two subsidiaries 
against which receivership proceedings 
had been instituted. During such pro- 
ceedings and prior to final liquidation, 
taxpayer’s treasurer purchased at pub- 
lic auction certain of taxpayer's shares 
in the two companies with the result 
that taxpayer's holdings were reduced 
to less than 80%. The Tax Court up- 
held the taxpayer’s recognition on the 
basis that Section 112(b) (6) of I.R.C. 
(and upon which the Commissioner 
also relied) was intended to cover 
situations in which a corporate tax- 
payer received property, not money, in 
a final and complete liquidation of an- 
other corporation and since the tax- 
payer received a money distribution 
only, the statute did not apply. 
HELD: Provisions of Section 112(b) 
(6) do not apply to taxpayer’s losses 
on moneys received by it in complete 
liquidation of its subsidiaries ; its losses 
are therefore recognized. The Court 
decided for the taxpayer because it 
found that the public auction sale of the 
stock to the treasurer was bona fide 
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and that such sale did in fact reduce 
taxpayer's holdings in the subsidiaries 
below the 80% called for in the statute 
and, consequently, the statute did not 
apply. Commissioner v. Day & Zim- 
merman, Inc., C.C.A.-3, September 25, 
1945 ; No petition for cert. will be filed. 

Gain on treasury stock sale taxable. 
Corporation bought in some of its own 
stock which it subsequently carried on 
its books as Treasury Stock. There- 
after, the stock was sold at a profit. 
There was no capital readjustment. 
The stock was purchased pursuant to 
charter provisions which prohibited its 
cancellation, retirement, or redemption 
except that reduction of stock could be 
made “in a manner authorized by law”. 
Under the charter the corporation was 
permitted to reissue the stock. HELD: 
Taxable gain resulted from this trans- 
action. Aviation Capital, Inc. v. Ped- 
rick, 148 Fed. (2d) 165, Cert. den., 
October 8, 1945; see also Edwin L. 
Wiegand Company v. U. S., 60 Fed. 
Supp. 464; Twin Coach Company v. 
Gentsch, D.C., N.D. of Ohio, E. Div., 
May 31, 1945. 


Holding Period 


Holding period dates back to sub- 
scription date. ‘Taxpayer on January 7, 
1938, subscribed for 448 shares of stock 
in a corporation organized on January 
10, 1938. Payment therefore was not 
completed until November 12, 1940, 
and the stock certificates were not 
issued until December 2, 1940. Subse- 
quently, on February 28, 1941, pursu- 
ant to dissolution, taxpayer surrendered 
his shares and realized a gain thereon. 
HELD: Taxpayer became a share- 
holder in the corporation on January 
10, 1938, and his gain on liquidation is 
reportable as a long-term capital gain. 
Edward R. Bacon v. Commissioner, 
T.C. Memo, September 10, 1945. 

Holding period dates back to part- 
nership interest. In 1929, the partner- 
ship was dissolved, and its assets, busi- 
ness and good will were taken over by a 
corporation, newly formed by the part- 
ners, who received directly its shares of 
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stock in proportion to their respective 
partnership interests. All the debts of 
the partnership were assumed by the 
corporation and its undistributed pro- 
fits were regarded as a loan by the part- 
ners to the corporation. Since the re- 
cord consisted entirely of documentary 
evidence not in dispute, it is the func- 
tion of both courts to construe the 
nature of the transaction, and such con- 
struction is a matter of law. HELD: 
Taxpayer’s stock was in exchange for 
his partnership interest, (and not an 
exchange of interests in the assets of 
the partnership as found by the Tax 
Court). Accordingly, upon sale of the 
stock, taxpayer was entitled, under 
Section 117(c)(1) of the Revenue Act 
of 1936, to tack onto the period during 
which he held the stock, the additional 
period during which he had held the 
partnership interest exchanged for the 
stock. George H. Thornley et ux. v. 
Commissioner, 147 Fed. (2d) 416; no 
petition for cert. will be filed. 


Identification 


Identification rule applies to stock 
acquirals through statutory merger. 
Taxpayer owned shares of the B Cor- 
poration. Upon surrendering — her 
shares in a statutory merger of the A 
and B Corporations, taxpayer received 
shares of the A Corporation. Subse- 
quently she sold some of these shares. 
Secause she maintained proper records, 
taxpayer was in position to trace the 
shares she sold through stock certificate 
numbers to specific shares of the B Cor- 
poration, which she turned in for ex- 
change. The Commissioner contended 
that the cost of each share in the A Cor- 
poration must be figured by dividing 
the total cost of the B shares, acquired 
at various prices and various dates, by 
the number of A shares received on the 
exchange. This average price per 
share would represent the cost per 
share to the taxpayer. HELD: The 
identification rule applies to stock ac- 
quired through a statutory merger 
where the costs are traceable. The 
Court said, “It is the exact gain or loss 
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where it is ascertainable on an invest- 
ment in stock that the law says must be 
the basis for taxpayer’s tax. Ifa stock 
owner keeps his account through any 
number of stock movements so that 
when he sells certain shares he can 
trace their transmigrations either singly 
or in certificates evidencing a plural 
number of shares to the investment in 
them, we can see no reason why this 
should not be done.” Amelia Davis 
Bloch v. Commissioner, 148 Fed. (2d) 
452 ; no petition for cert. will be filed. 


Income 


Net slot machine income taxable to 
collector. Taxpayer operated an illegal 
slot machine business, the machines be- 
ing placed in numerous local lodge halls 
in Ohio. The local lodges received 
75% of the “take” as soon as the ma- 
chines were opened and the moneys 
counted. Every month the taxpayer 
remitted by check 5% to the State 
Lodge association and kept 20% for 
himself. For the year 1940, the Com- 
missioner included the $9,000 which the 
taxpayer remitted to the State office. 
HELD: Taxpayer is not taxable on 
the moneys paid over to the state asso- 
ciation. He is only taxable on the 
$50,000, namely, 20% of the total 
“take”. Horace Mill et ux. v. Com- 
missioner, 5 T.C. No. 82, September 
11, 1945; acquiesced September 11, 
1945, 

Dividends declared before but pay- 
able after date of death. Decedent died 
owning stock in corporations which de- 
clared dividends before he died, but 
payable in the future to stockholders of 
record subsequent to his death. HELD: 
No accrual of income for dividends de- 
clared, on decedent’s final income tax 
return, under Section 42 of ILR.C.  Es- 
tate of Henry W. Putnam v. Comiis- 
sioner, 65 S. Ct. 811. 

Option to buy stock taxed as com- 
pensation. In December, 1934, tax- 
paver’s employer gave an option to him 
to buy 75,000 shares of stock in another 
corporation at 10 cents per share, the 
then market value as compensation for 
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services rendered. In 1938, taxpayer 
bought 34,000 shares having a market 
value of $81,000, and in 1939, 12,000 
shares with a value of $72,000. HELD: 
Excess of value of the stock over the 
option purchase price is taxable as 
compensation to the taxpayer in the 
year in which the option is exercised. 
It is immaterial that the value of the 
stock at the time the option was given, 
was the same as the option price. Com- 
missioner v. John H. Smith, 65 S. Ct. 
591. 

Income distributable to beneficiary. 
Rental obligations under leases were 
discharged by a lump settlement of 
$149,000 in 1937, by the trustees of 
bankrupt lessee. The trustees were 
counselled under Massachusetts law, to 
allocate $57,000 over future years. 
Taxpayer, beneficiary, reported $98,000 
in his return and the trustees the bal- 
ance. Commissioner contended full 
amount was distributable and taxable to 
beneficiary in 1937, year of settlement. 
HELD: Since the state law deter- 
mines whether income is taxable to the 
fiduciary or the beneficiary, case was 
remanded to the Tax Court for the pur- 
pose of showing how much income was 
received from date of re-entry in 
October 1932 to 1937. Eleanor Salton- 
stall v. Comiissioner, 148 Fed. (2d) 
396; No petition for cert. will be filed. 

Amount received on surrender of life 
estate taxable as ordinary income. Tax- 
payer, a widow, was beneficiary of a 
$100,000 trust fund set up by her 
father-in-law. Her husband died in 
1937, when she was 32, and left her 
only 120 shares of corporate stock. In 
order to establish her rights to the trust, 
the widow was confronted with con- 
siderable litigation, and with more to 
follow, she finally surrendered her life 
interest in the trust for $55,000. This 
settlement was made in 1940 with the 
approval of the New Jersey Chancery 
Court. In her 1940 income tax return 
she showed a loss of about $9,000, de- 
termined as follows: she subtracted the 
amount of money received, namely $55,- 
000 from $64,000, the value of the life 
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interest which she had under the will, 
figured in accordance with /. T. 2076, 
based on her then age of 36, in Decem- 
ber 1940. Commissioner disallowed the 
$64,000 deduction. HELD: The 
amount received, $55,000, is taxable to 
the widow as ordinary income in 1940; 
the deduction of $64,000 is disallowed. 
Beulah Eaton McAllister v. Commis- 
sioner, 5 T. C. No. 87, September 13, 
1945. 

Cash received in recapitalization tax- 
able. Executor, pursuant to recapitali- 
zation, exchanged the estate’s holdings 
of preferred stock for new preferred 
stock, common stock and cash. Being 
a recapitalization the stock was not 
taxable. In 1920, 1928 and 1930, the 
corporation had charged $844,000 of 
stock dividends to surplus. The book 
deficit being $400,000 and the corporate 
profits for the vear ended January 31, 
1937 being $309,000, the corporation 
was unable to pay dividends to the 
stockholders under the state law, 
HELD: Cash received was taxable as 
an ordinary dividend and not as a capi- 
tal gain as contended by the taxpayer. 
The Supreme Court admitted that the 
matter was one of statutory construc- 
tion and that it was not wholly free 
from doubt. Commissioner v. Estate of 
Edward T. Bedford, 65 S. Ct. 1157. 

Embezsled funds not, per se, taxable 
income. Taxpayer embezzled funds 
from his employer and lost same in 
wagering. The employer never con- 
doned the crime and continued to hold 
his bookkeeper liable to restore the 
funds even after he was convicted. 
Under the law of the state where the 
crime was committed, the employer 
could replevy any of the embezzled 
funds in the possession of his former 
employee. The embezzler was under 
liability to his employer. HELD: 
Under such circumstances, the prop- 
erty right to the money never having 
passed to the embezzler, the funds so 
embezzled are not per se taxable in- 
come to the embezzler. Laird Wilcox 
ct wx v. Commissioner, 148 Fed. (2d) 
933: cert. granted October 8, 1945. 
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(Tax Court and the Bureau consist- 
ently hold that embezzled monies con- 
stitute taxable income. ) 

Widow taxable on money received 
from employer of deceased husband. 
Husband operated as his own, a branch 
office for employer corporation, after 
agreement entered into, in consideration 
of his abandonment of a plan to go into 
business for himself, for the purpose of 
building up an estate which he could 
leave to his wife. Pursuant to the 
agreement, after his death, the widow 
received $12,000 annually and reported 
same in her income tax returns as sala- 
fees, etc. Commissioner disal- 
lowed the deduction to the corporation 
making the payment, and the taxpayer 
upon being so informed, sued for refund 
of tax accordingly. She contended that 
if the corporation could not claim the 
payment as an expense deduction, then 
same should not be taxed to her as 
income. HELD: Entire amount repre- 
sents taxable income to the taxpayer 
under Section 22(a) of the Revenue 
Act of 1932. Jennie C. Flarsheim v. 
U. S.,62 Fed. Supp. 740. (But see, 7. T. 
3329, 1939-2 CB 153 and Section 29. 
23(a)-9 of Regulation 111 (next to last 
sentence). Where no contract to pay 
a widow exists, payments of a limited 
sum for a limited time are regarded as 
gifts and are not taxable to the widow, 
although fully deductible by the corpor- 
ation as a business expense. ) 

Essay prize award not taxable. Tax- 
payer wrote an essay and was awarded 
a prize of $3,000, being the income from 
the Ross Fund of $100,000 bequeathed 
to the American Bar Association. 
HELD: The prize money being a gift 
within the meaning of Section 22(b) 
(3) of IL.R.C. was not taxable. <A care- 
ful analysis of the circumstances, docu- 
ments and law is made, and the distinc- 
tion between non-taxable gifts and tax- 
able income is pointed out. Malcolm 
VWeDermott v. Commissioner, 150 Fed. 
(2d) 585; no petition for cert. will be 
filed. (See also, Pauline C. Washburn 
v. Commissioner, 5 T.C. No. 162, De- 
cember 28, 1945, where $900 award 
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from “Pot O’Gold” radio program was 
held to be an outright gift and not 
income. ) 

Debenture distribution in recapitali- 
sation taxed as a dividend. Taxpayer 
was principal stockholder of a corpora- 
tion which exchanged its $100 par value 
common stock for new no par common 
stock with stated value of $50 per share 
and 20-year debenture bonds, bearing 
6% interest, of a face amount equal to 
one-half of the par value of the old 
stock. No change was made in the 
corporation’s surplus account and no 
dividend declaration was voted. Au- 
thorized capital was reduced by 50% 
and such amount was accordingly 
transferred to the debenture bond ac- 
count. HELD: The debenture dis- 
tribution constituted a taxable dividend 
to the extent of the value of the deben- 
ture bonds and the corporation's ac- 
cumulated earnings, notwithstanding 
that the surplus remain unchanged. 
The taxpayer also failed to show that 
the transaction had a business purpose. 
The Court admitted that a few hundred 
dollars would be saved in New Jersey 
franchise taxes and an indeterminate 
amount of federal income taxes. How- 
ever, the 6% interest on the issue of 
nearly $300,000 would far exceed the 
potential savings in taxes. Certainly, if 
this money had been borrowed from 
outsiders, this would be a losing propo- 
sition. Adam A. Adams v. Commis- 
sioner, 5 T.C. 351, five dissents; (re- 
versing 4 T.C. 1186); pending before 
CCAS. 


Liens 


U. S. tax lien applies to after-ac- 
quired property. Liens against one 
Maddas were obtained for income taxes 
for the years 1920 to 1922, and 1936. 
The first three lien notices were filed in 
1939 and the last in 1941; these 
amounted to over $1,000,000. Upon 
discharge as receiver in bankruptcy, in 
1940, Maddas was awarded some $3,200 
in fees. In 1941, taxpayer obtained 
judgment against Maddas and issued 
attachment-execution against his re- 
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ceiver’s fees. The District Court en- 
joined the proceedings and subse- 
quently when the injunction was made 
permanent, the fund was ordered re- 
tained for allocation to the Govern- 
ment’s tax liens. HELD: The Gov- 
ernment lien applies to after acquired 
property of a delinquent taxpayer 
(Maddas). Section 3670 of I.R.C. 
covers the property subject to lien, and 
Section 3671 pertains to the period of 
the lien: “shall continue until the lia- 
bility for such amount is satisfied or 
becomes unenforceable by reason of 
lapse of time.” Glass City Bank of 
Jeannette, Pennsylvania v. U. S., 66 S. 
Ct. 108. 


Penalties 

Penalty for failure to file return. For 
the vear ended February 28, 1943, tax- 
payer's corporation income tax return 
showed a net loss of $95,000. Conse- 
quently, no excess profits tax return 
was filed. However, the adjustments 
made by the Commissioner on audit 
transformed the net loss into a net in- 
come and possibly into an excess profits 
net income. The Commissioner as- 
sessed the 25% penalty for failure to 


file the excess profits tax return. 
HELD: The 25% penalty applies. 
The P. Dougherty Company v. Com- 
missioner, 5 T.C. No. 96, September 24, 
1945, 

Penalty not sustained. Taxpayer, a 
practicing tax attorney, had been filing 
income tax returns since 1917. On 
April 15, 1943, the Commissioner as- 
sessed a deficiency of $2,400 against 
him for the year 1929, and added the 
25% penalty for failure to file the 1929 
return. The receipt of the income 
charged by the Commissioner was ad- 
mitted by the taxpaver, who asserted 
that he had filed the 1929 return but 
that it showed no tax due. He pleaded 
that the statute of limitations had run 
prior to the posting of the notice of de- 
ficiency. Taxpayer had neither a copy 
of his 1929 return nor his worksheets. 
On his 1930 return it was reported to 
the Commissioner that he had filed his 
1929 return. If the return weren't filed 
the Collector should have so advised 
the taxpayer at that time and not some 
13 vears later. HELD: Penalty for 
failure to file return not imposable 
Thomas Watson v. Commissioner, T.C. 
Memo, October 31, 1945. 





It is the Patriotic Duty 





of Every American Citizen to: 


BUY United States War Bonds and Stamps 
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“TAX REDUCTIONS” IN STATEMENTS OF INCOME 
The Use of Certain Procedures Suggested by 
Accounting Research Bulletin No. 23 
in Statements Filed with the Securities and Exchange Commission 


A Statement by the Research Department of the 
American Institute of Accountants 


HIE purpose of this statement is to 

draw attention to those conclusions 
of the Securities and Exchange Com- 
mission expressed in its Accounting 
Series Release No. 53 which relate to 
procedures recommended by the Insti- 
tute’s committee on accounting proced- 
ure in Accounting Research Bulletin 
No, 23 for the treatment of material 
items entering into the computation of 
taxable income which are not reflected 
in the income statement. 

\ccounting Research Bulletin No. 
3, issued in December, 1944, deals 
with certain accounting problems of 
reporting income and _ excess-profits 
taxes in financial statements. As stated 
in that bulletin, special problems of re- 
porting income taxes arise ‘where there 
are material and extraordinary differ- 
ences! between the taxable income upon 
which they are computed and the in- 
come reported in the income statement 
under generally accepted accounting 
principles. In some cases the trans- 
actions [which are the cause of the 
differences] result in gains; in others 
they result in losses or net costs. Some- 
times the reduction of tax is a major 
if not the predominant motive for the 
transaction. If all the effects of the 
transactions (including their effect on 
tax) were reflected in the in- 


? 


mcome 





tions. 


come statement the income would, of 
course, be increased where the trans- 
actions result in a gain, and reduced 
where they result in a loss or net cost. 
Sut where the effects are not all re- 
flected in the income statement, and 
that statement indicates only the income 
tax actually payable. exactly the oppo- 
site effect is produced : where the special 
transactions result in a gain, the net 
income is reduced; and where they re- 
sult in a loss, or net cost, the net income 
is increased.’”” 

Among the problems discussed in 
Bulletin No. 23 are those arising in 
situations in which items resulting in a 
material reduction in income taxes were 
charged to surplus or to deferred- 
charge accounts. The Bulletin states 
that in those situations the tax effect 
of such items may be displayed in the 
income statement in either one of two 
ways: ‘“(a) the current provision for 
income taxes may be shown as if the 
item in question were not deductible 
(the total amount of tax estimated to 
be legally due for the vear being indi- 
cated) or (b) a charge may be included 
for a portion of such item equal in 
amount to the tax reduction resulting 
therefrom.” In either case the amount 
charged to surplus or to deferred- 
charge accounts would be reduced ac- 


1 Bulletin No. 23 emphasizes the fact that it deals only with material and unusual situa- 
The committee noted that “Neither allocation nor disclosure is necessary, however, 


in the case of differences between the tax return and the income statement where there is a 
presumption that they will recur regularly over a comparatively long period of time.” 
2 Accounting Research Bulletin No. 23, pp. 185-186. 
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cordingly. These alternative methods 
of presentation in the income state- 
ment are illustrated as follows: 


Method (a) 


“The first method may be illustrated 
by presentation in the income statement 
as follows: 

“Provision for income taxes.... 

(The estimated tax liability is 

$800,000 by reason of a reduction 

of $200,000 in taxes resulting 
from a loss on condemnation of 
real estate. This loss has been 
charged to surplus and the re- 
lated tax reduction has been 
treated as an offset thereto.)” 


$1,000,000 


Method (b) 


“The second method may be illus- 
trated by the inclusion of separate items 
in the income statement, as follows: 

“Provision for income taxes.... $800,000 

Portion of loss on condemnation 

of real estate equal to tax reduc- 

tion attributable thereto (re- 


mainder charged to surplus)... $200,000” 


The effect upon net income resulting 
from the application of either method 
is the same. 

The Securities and Exchange Com- 
mission does not consider the two 
methods equally acceptable. In_ its 
Accounting Series Release No. 53, 
“In the Matter of ‘Charges in Lieu of 
Income Taxes,’”’ the Commission states 
its opinion regarding the treatment of 
“tax reductions” resulting from certain 
items not reflected in the income state- 
ment. The Commission’s discussion 
of its conclusions was developed by 
using the facts relating to a registration 
statement filed by a public utility com- 
pany in which a material reduction of 
income taxes was attributable to items 


charged to surplus and to a deferred- 
charge account. In its conclusions 1 
and 33, the Commission rejects the first 
of the two methods of presentation sug- 
gested in Accounting Research Bulletin 
No. 23. It seems implicit, however, in 
the Commission’s Release that it ac- 
cepts the results reached by the second 
of the alternative methods suggested. 
The Commission states: 


“Tt may be appropriate, and under 
some circumstances such as a cash 
refunding operation it is ordinarily 
necessary, to accelerate the amortiza- 
tion of deferred items by charges 
against income when such items have 
been treated as deductions for tax 
purposes.’’4 
In its conclusion 45, the Commission 

recognizes the propriety of a similar 
procedure where losses are deducted for 
tax purposes. In the course of the 
discussion of the progress of the case 
reviewed in the Release, the Commis- 
sion states that it directed its staff to 
advise the registrant to the effect: 


“er 


Phat no objection would be raised 
to the inclusion in the income state- 
ment of an item of $4,148,050 repre- 
senting so much of the refunding 
expenses and of the loss on disposi- 
tion of property as was equal to the 
estimated reduction in income taxes 
attributable thereto, the remainder 
of both these items being charged 
directly to surplus; provided, how- 
ever, (a) that the caption for the 
item indicate clearly the nature and 
amount of the item being charged off 
and (b) that the special charge be 
excluded from operating expenses 
and shown as a deduction from gross 


3 “J, The amount shown as provision for taxes should reflect only actual taxes believed 
to be payable under the applicable tax laws. ... 
“3. The use of the caption ‘Charges or provisions in lieu of taxes’ is not acceptable.” 


Accounting Series Release No. 53, p. 2 


4 The Commission’s conclusion 2. Accounting Series Release No. 53, p. 2. 

5 “4. If it is determined, in view of the tax effect now attributable to certain transac- 
tions, to accelerate the amortization of deferred charges or to write off losses by means of 
charges to the income account, the charge made should be so captioned as to indicate clearly 
the expenses or losses being written off.” Accounting Series Release No. 53, p. 2. 
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income.” [Reference by the Com- 
mission to “operating expenses” re- 
lates to that classification of accounts 
by a public utility company. | 


Furthermore, in [exhibit D of the 
Release, there is shown a condensed 
certified statement of the company’s 
income as finally amended, in which 
the following item is displayed as a 
charge in the income statement immedi- 
ately preceding the final figure reported 
as net income: 

“Special charges of those por- 

tions of premium and expenses 

on redemption of — bonds 

($2,091,177) and of loss on sale 

ot property ($2,056,873) which 

are equivalent to resulting re- 

duction in Federal excess prot- 

its taxes 


$4,148,050" 


The Commission recognizes the im- 
portance of drawing attention to such 
special charges and their effect upon 
the presentation of income. In_ the 
case discussed in the Release the regis- 
trant, in one of its amendments,’ 1n- 
cluded tl 


he statement “before special 
charges below” in captions of the in- 


come statement, as follows: 


| 
F 


“Total operating expenses and 


6 Accounting Series Release No. 53, p. 11. 
As published in The Journal of Accountancy for February, 1946, this statement 


Ne ITE 3 


taxes (before special charges below)” 

“Net operating revenues (before 
special charges below )” 

The staff of the Commission objected 
to this presentation and the parenthe- 
tical statements were removed in the 
final amendment filed by the registrant. 
However, the Commission reports its 
disagreement with its staff on this mat- 
ter as follows: 

“In transmitting to the registrant 
our views on the income statement as 
set forth in the third amendment, the 
staff indicated that the use of the 
words ‘before special charges below’ 
in the several captions mentioned 
above was objectionable. We do not 
believe this position to be wholly 
sound. We feel that the existence 
of large special and unusual trans- 
actions ought properly to be force- 
fully brought to the attention of the 
reader of the statement. We feel 
also that the use of appropriate quali- 
fving words such as ‘see special 
charges’ in connection with the per- 
tinent captions is an appropriate 
means of warning the reader of the 
existence of such items as were pres- 
ent in this case.’’8 


included an exhibit presenting the Securities and Exchange Commission’s summary of its 


conclusions expressed in Accounting Series Release No. 53. 


To simplify the format of the 


present statement, that exhibit has been omitted and the pertinent conclusions of the Com- 
mission are herein presented as text material or footnotes. 

7 Exhibit C, Accounting Series Release No. 53, page 32. 

8 Accounting Series Release No. 53, page 12. 
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